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THE  SECRETARY  OF  THE  TREASURY 
WASHINGTON 


MAY   41979 


Dear  Mr.  Chairman: 


Section  553  of  Public  Law  No.  95-500,  the  "Revenue  Act 
of  1978,"  required  the  Treasury  Department  to  conduct  a 
study  and  analysis  of  the  appropriate  tax  treatment  of 
income  from,  or  gain  on  the  sale  of,  interest  in  United 
States  property  held  by  nonresident  aliens  and  foreign 
corporations.   The  Secretary  is  required  to  transmit  a 
report  of  the  results  of  this  study,  together  with  the 
recommendations  of  the  Department,  within  six  months  of  the 
date  of  enactment  of  the  Act. 

Pursuant  to  these  provisions,  I  hereby  submit  a  report 
entitled  "Taxation  of  Foreign  Investment  in  U.S.  Real 
Estate." 
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The  Treasury  does  not  believe  that  taxing  capital  gain 
on  the  sale  of  corporate  shares  is  desirable  or  practical. 
But  to  prevent  unintended  tax  avoidance,  the  Treasury 
recommends  modifying  certain  specific  statutory  provisions 
under  which  foreign  taxpayers  convert  taxable  gain  on  real 
estate  into  nontaxable  gain.   The  Report  describes  certain 
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steps  which  may  be  taken  in  this  regard.   The  Treasury  plans 
to  work  with  the  Congress  and  with  other  agencies  of  the 
Government  in  developing  formal  legislative  proposals  in 
this  area. 

I  am  sending  an  identical  letter  to  Senator  Russell  B. 
Long,  Chairman  of  the  Committee  on  Finance. 

Yours  very  truly. 


l^KgS...-..ft...trfPt>^ 

W.  Michael  Blumenthal 


The  Honorable 
Al  Ullman,  Chairman 
Committee  on  Ways  and  Means 
House  of  Representatives 
Washington,  D.C.  20515 

Enclosure 
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Chapter  1  -  Introduction  and  Summary* 


This  Report  was  prepared  pursuant  to  section  553  of  the 
Revenue  Act  of  1978,  which  stated: 


SEC.   553.   STUDY  OF  TAXATION  OF  NONRESIDENT  ALIEN  REAL 
ESTATE  TRANSACTIONS  IN  THE  UNITED  STATES 

(a)  STUDY. — The  Secretary  of  the  Treasury  shall  make  a 
full  and  complete  study  and  analysis  of  the 
appropriate  tax  treatment  to  be  given  to  income 
derived  from,  or  gain  realized  on,  the  sale  of 
interests  in  United  States  property  held  by 
nonresident  aliens  or  foreign  corporations. 

(b)  REPORT. — The  Secretary  of  the  Treasury  shall  submit 
to  the  Committee  on  Finance  of  the  Senate  and  the 
Committee  on  Ways  and  Means  of  the  House  of 
Representatives  a  final  report  of  its  study, 
together  with  its  recommendations,  no  later  than  5 
months  from  the  date  of  enactment  of  this  Act. 
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Chapter  2  summarizes  available  statistics  on  the  nature  and 
extent  of  foreign  investment  in  U.S.  real  estate.*  Chapter 
3  describes  taxation  of  foreign  investment  income  under 
present  U.S.  statutory  law;  Chapter  4  explains  how  U.S. 
statutory  law  is  modified  by  existing  tax  treaties.  Chapter 
5  describes  and  analyzes  proposals  to  change  the  statutory 
treatment  of  foreign  taxpayers'  capital  gains  on  the  sale  of 
U.S.  real  estate. 

The  statistics  presented  in  Chapter  2  suggest  that 
foreign  investors  own  a  small  percentage  of  U.S.  real  estate 
generally  or  of  farmland  in  particular.  Both  Commerce  and 
Agriculture  Department  statistics  indicate  that  foreigners 
own  less  than  one  half  of  one  percent  of  U.S.  agricultural 
land;  previously  unpublished  statistics  based  on  1974  tax 
returns  indicate  that  total  receipts  of  foreign  and  foreign- 
controlled  corporations  whose  primary  U.S.  operations  were 
real  estate  represented  approximately  3  percent  of  the  total 
receipts  of  all  real  estate  corporations  in  the  United 
States.  Comparable  statistics  for  individuals  and  partner- 
ships are  unavailable.  Although  press  clippings  and  other 
sources  indicate  that  such  investment  has  been  growing 
rapidly  over  the  last  five  years,  hard  statistical  evidence 
documenting  this  trend  is  simply  unavailable. 

Tax  return  data  also  indicate  that  real  estate 
investors,  domestic  and  foreign,  often  report  losses  on 
their  U.S.  tax  returns.   Real  estate  ventures  are  frequently 

*    The  term,  "real  estate",  as  used  here  means  land  and  its 
improvements,  and  buildings  and  their  structural  com- 
ponents.  "Foreign  investors"  are  individuals  who  are 
neither  U.S.  citizens  nor  resident  in  the  United  States, 
corporations  chartered  under  foreign  laws,  foreign 
governments,  and  foreign  trusts  and  estates.   "Foreign 
Investment  in  U.S.  real  estate"  includes  not  only  direct 
ownership  by  a  foreigner  of  U.S.  real  estate,  but  also 
ownership  of  an  interest  in  a  U.S.  corporation,  partner- 
ship, trust  or  estate  whose  assets  consist  primarily  of 
U.S.  real  estate.   A  foreign  investor  may  buy  U.S.  real 
estate  for  his  own  use  in  a  non-real-estate  business 
(e.g.,  a  manufacturer's  plant) ,  for  lease  to  some  other 
user,  or  merely  for  a  non-income-producing  investment. 
This  Report,  however,  is  concerned  only  with  real  estate 
which  is  leased  or  held  for  investment. 

A  Glossary  of  these  and  other  terms  is  appended  to  the 
Report . 
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undertaken  by  partnerships,  rather  than  by  corporations, 
because  losses  offset  other  income  earned  by  partners. 
Although  most  foreign  corporations  and  shareholders  of 
foreign-controll^sd  U.S.  corporations  investing  in  U.S.  real 
estate  come  from  Canada,  the  United  Kingdom  and  other 
industrialized  countries,  a  substantial  minority  listed 
addresses  in  the  Bahamas,  the  Netherlands  Antilles  and  other 
western  hemisphere  countries. 

The  specific  rules  under  which,  foreign  investors  are 
taxed  by  the  United  States  on  income  and  capital  gain  from 
U.S.  real  estate  are  complex,  but  their  essential  features 
can  be  described  simply.  Individuals  who  are  neither 
citizens  nor  residents  of  the  United  States  and  foreign 
corporations  have,  for  U.S.  tax  purposes,  three  types  of 
income : 


Income,  including  capital  gains,  which  is 
effectively"  connected  with  a  U.S.  trade  or 
business.  This  income  can  be  offset  by  allowable 
deductions  and  is  taxed  at  progressive  rates  under 
the  same  general  rules  as  those  applicable  to  U.S. 
citizens,  residents  or  corporations. 

Interest,  dividends,  rents  and  certain  other  U.S.- 
source  income  not  effectively  connected  with  a  U.S. 
trade  or  business,  against  which  no  deductions  are 
allowed  and  which  is  taxed  at  a  flat  rate  of  30 
percent  (less  for  certain  items  for  residents  of 
countries  with  which  the  United  States  has  a  tax 
treaty  in  force) .  U.S. -source  capital  gain  not 
effectively  connected  with  a  U.S.  trade  or  business 
is  included  in  this  category  only  in  the  excep- 
tional case  of  a  nonresident  alien  who  is  present 
in  the  United  States  for  183  days  or  more  in  the 
year  in  which  such  gain  is  realized. 

-    All  other  income,  which  is  exempt  from  U.S.  tax. 

Foreign  investors  ordinarily  prefer  to  have  rental 
income  from  U.S.  real  estate  considered  effectively 
connected  with  a  U.S.  trade  or  business  so  as  to  qualify  for 
deductions.  Under  statutory  law,  a  foreign  taxpayer  who 
does  not  have  such  a  trade  or  business  may  simply  elect  to 
have  U.S.  real  property  income  taxed  as  if  it  were. 

When  real  estate  is  sold,  a  foreign  investor  can  avoid 
U.S.  tax  on  his  capital  gain  only  if  such  gain  is  not 
effectively  connected  with  a  U.S.  trade  or  business. 
Although  statutory  law  does  not  intend  that  capital  gain  on 
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assets  used  in  a  trade  or  business  escape  taxation.  Chapter 
3  identifies  five  ways  (there  may  well  be  others)  of 
achieving  that  result  under  present  rules.  Four  of  those 
ways  depend  only  on  a  careful  use  of  existing  statutes,  the 
fifth  requires  a  treaty  provision,  but  would  be  ineffective 
without  the  statutory  exemption  for  capital  gains  on  real 
estate  not  used  in  a  trade  or  business. 

Chapter  4  describes  in  greater  detail  the  ways  in  which 
tax  treaties  modify  U.S.  statutory  law.  Although  a  sub- 
stantial portion  of  foreign  investment  in  U.S.  real  estate 
comes  from  or  through  foreign  countries  with  which  the 
United  States  has  a  tax  treaty,  the  analysis  of  available 
statistics  and  relevant  law  suggests  that  statutory  rules, 
not  treaty  modifications  of  those  rules,  allow  foreign 
investors  to  avoid  U.S.  taxes  on  real  estate  income  and 
capital  gains. 

Chapter  5  describes  and  analyzes  proposals  to  treat  all 
capital  gain  derived  directly  or  indirectly  from  U.S.  real 
estate  as  effectively  connected  with  a  U.S.  trade  or 
business  and,  thus,  subject  to  U.S.  tax.  Analysis  of  a 
hypothetical  investment  in  U.S.  farmland  suggests  that  under 
present  law  a  foreign  investor  bears  a  lighter  U.S.  tax 
burden  than  a  domestic  investor  does,  but  would  bear  a 
heavier  burden  if  his  capital  gain  were  subject  to  tax. 
Taxing  capital  gain  on  the  sale  of  U.S.  real  property  would 
be  fully  consistent  with  international  practice;  indeed,  the 
United  States  is  somewhat  unusual  in  not  presently  taxing 
such  gain. 

Taxing  part  or  all  of  the  capital  gain  on  the  sale  of 
shares  in  a  corporation  owning  U.S.  real  estate  would, 
however,  be  a  departure  from  international  norms.  A  tax  on 
the  capital  gain  on  the  sale  of  shares  is,  moreover, 
difficult  to  enforce.  A  careful  analysis  of  the  specific 
steps  a  foreign  investor  must  go  through  to  avoid  U.S. 
capital  gains  tax  suggests  that  present  abuses  might  be 
curtailed  by  modifying  the  rules  relating  to  "like  kind 
exchanges"  of  property,  corporate  liquidations  and 
reorganizations,  and  so  forth,  rather  than  assessing  a  tax 
on  the  sale  of  corporate  shares. 


Taxing  capital  gain  on  the  sale  of  U.S.  agricultural 
land  alone  would  raise  U.S.  Treasury  revenues  by  an 
estimated  $22  million  in  1979;  taxing  capital  gain  on  all 
U.S.  real  estate  sold  by  foreign  taxpayers  would  raise 
Treasury  revenues  by  $142  million.  The  balance  of  payments 
impact  of  the  proposal  cannot  be  estimated  with  any 
precision,  but  would  probably  be  relatively  small. 
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Chapter  2  -  Statistical  Background 


I.  Introduction 

This  chapter  summarizes  available  evidence  on  foreign 
investment  in  U.S.  real  estate  generally  and  agricultural 
land  in  particular.  Although  all  statistics  could  be 
improved,  those  pertaining  to  foreign  investment  in  U.S. 
real  estate  should  be  approached  with  more  than  the  usual 
caution.  Under  generally  accepted  accounting  practices, 
assets  are  usually  valued  at  historical  cost;  this  practice 
may  substantially  understate  fair  market  value  or  replace- 
ment cost  of  assets  like  U.S.  real  estate  whose  prices  have 
been  inflating  rapidly.  Moreover,  statistical  coverage  of 
large  investors  tends  to  be  better  than  that  of  small 
investors;  the  typical  real  estate  investment  is  small  by 
comparison  to  that  in  other  industries.  Finally,  the  most 
recent  comprehensive  Commerce  Department  and  Internal 
Revenue  Service  statistics  pertain  to  1974.  Newspaper 
accounts  suggest  that  foreign  investment  in  U.S.  real  estate 
has  been  growing  rapidly  in  the  last  five  years,  but  compre- 
hensive statistics  are  simply  unavailable. 

II.  Commerce  Department  and  Other  Non-Tax  Statistics 

The  most  recent  benchmark  census  by  the  Department  of 
Commerce  of  total  foreign  direct  investment  in  the  United 
States  was  based  on  1974  data;  results  from  that  survey 
are  summarized  in  Table  2-1.  The  Commerce  Department 
statistics  exclude  U.S.  affiliates*  whose  total  assets  and 
total  annual  revenues  were  both  less  than  $100,000;  assets 
are  stated  at  book  value  (usually  based  on  original  cost) 
and  net  of  depreciation  (buildings  and  equipment  are  depre- 
ciated for  reporting  purposes  in  financial  statements  and 
tax  returns,  but  land  is  not) . 

Table  2-1  indicates  that  total  assets  of  U.S.  affiliates 
of  foreign  investors  had  book  value  of  $174  billion  in  1974. 
Property,  plant  and  equipment  (net  of  depreciation)  had  book 
value  totaling  $29  billion;  property  alone  (i.e.  land  and 
improvements)  was  valued  at  $4.7  billion.  Property,  plant 
and  equipment  includes  not  only  real  estate  leased  to  other 
users,  but  also  such  assets  used  by  a  U.S.  affiliate  in  a 


According  to  Commerce  Department  definitions,  a  U.S. 
affiliate  of  a  foreign  investor  is  a  U.S.  branch  of  a 
foreign  corporation  or  a  U.S.  corporation  at  least  10 
percent  of  whose  equity  is  owned  by  foreign  investors 
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Table  2-1 


Assets,  Liabilities  &  Net  Worth 
of  U.S.  Affiliates  \/   of  Foreign  Companies 
(Millions  of  Do liars) 


All,        :     Real 
Industries    :    Estate 


Year  End  1974 

Total  Assets  2/  174,272  4,245 
Property,  Plant  and 

Equipment  (Net)  29,366  2,601 

Property  (Net)  4,733  621 

Total  Liabilities  134,165  3,387 

Long  Term  20,865  2,273 

Net  Worth  40,107  858 


Office  of  the  Secretary  of  the  Treasury 
Office  of  Tax  Analysis 


Source:   U.S.  Department  of  Commerce,  Foreign  Direct 
Investment  in  the  United  States,  Volume  2: 
Benchmark  Survey,  1974,  (April  1976). 


1/   Includes  U.S.  Companies  of  which  at  least  10  percent  of 
~   the  equity  was  owned  by  foreigners. 

2/   All  assets  stated  at  book  value  net  of  depreciation. 
~   Accumulated  depreciation  was  equal  to  $4,523  million  in 
total  of  which  $327  million  was  in  real  estate. 


-7- 


business  other  than  real  estate.  Foreign  affiliates  whose 
primary  industry  was  real  estate  reported  assets  worth  $4.2 
billion,  of  which  $2.6  billion  represented  property,  plant 
and  equipment,  and  $621  million  property  alone.  Property, 
plant  and  equipment  of  real  estate  affiliates  increased  by 
20  percent  between  1973  and  1974.  The  Commerce  Department 
also  estimated  that  foreign-owned  affiliates  owned  1.1 
million  acres  of  U.S.  agricultural  land  at  the  end  of  1974. 


The  Commerce  Department's  Bureau  of  Economic  Analysis 
updates  certain  benchmark  statistics  with  annual  sample 
surveys:  the  most  recent  survey  indicates  that  net  foreign 
investment  (i.e.,  assets  less  liabilities)  in  the  U.S.  real 
estate  industry  decreased  by  $20  million  between  1976  and 
1977.*  This  finding,  which  is  hard  to  reconcile  with  press 
accounts,  may  reflect  book  losses  reported  by  existing 
investments  and  inadequate  coverage  of  new  investment.  A 
different  picture  of  new  investment   is  provided  by  the 

Office  of  Foreign  Investment  in  the 
which  prepares  annual  tabulations  of 
U.S.  property  as  reported  in  the 
OFIUS  clippings  identified  158 
U.S.  real  estate  in  1978;  the  112 
price  was  reported  amounted  to  $1.1 
billion.  Several  of  the  larger  purchases  reflected  in  Table 
2-2  were  by  Canadian  developers.  Purchases  through  the 
Netherlands  Antilles  (and,  to  a  lesser  extent,  the 
Netherlands  and  the  United  Kingdom)  may  have  been  by 
corporations  owned  by  residents  of  third  countries. 

The  available  statistics  describing  foreign  investment 
in  U.S.  agricultural  land  are  more  current  than  those  for 
U.S.  real  estate  generally.  According  to  a  recent  report  by 
the  General  Accounting  Office,  foreigners  owned  an  estimated 
three  tenths  of  one  percent  of  the  land  in  the  counties  sur- 
veyed; if  those  counties  are  typical  of  the  United  States  as 
a  whole,  foreigners  owned  3  million  acres  (as  compared  to 
the  Commerce  Department  estimate  of  1  million  acres  as  of 


Commerce  Department's 
United  States  (OFIUS) , 
foreign   purchases   of 
press--see  Table  2-2 
foreign  purchases  of 
purchases  for  which  a 


and  Gregory  C 
""  ■  ■  '  States , 


.  Fouch,  "Foreign  Direct 
s.  1977."  Survey  of 


Investment  in  the  United  States,  1977,"  Survey  o 
Current  Business,  U.S.  Department  of  Commerce, 
Washington,  D.C.,  August  1978,  Tables  13  and  14. 
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1974)  of  the  estimated  one  billion  total  acres  of  U.S.  agri- 
cultural land  in  1978.*  In  1977  and  the  first  half  of  1978, 
foreigners  were  purchasing  U.S.  agricultural  land  at  a  rate 
of  560,000  acres  per  year,  which  constituted  about  2  percent 
of  the  acreage  sold  in  that  period.  ^ssuming  that 
foreigners  purchased  agricultural  land  worth  $1,000  per  acre 
(as  opposed  to  the  U.S.  national  average  of  $591  per 
acre) ,**  the  value  of  foreign  purchases  was  approximately 
$560  million,  or  4"  percent  of  the  total  value  of  agricul- 
tural land  sold  in  1977.  Finally,  the  average  size  of 
foreign  purchase,  1,141  acres,  was  almost  four  times  as 
large  as  the  overall  U.S.  average  of  308  acres.  That 
difference,  combined  with  the  assumption  that  foreigners 
purchase  somewhat  more  expensive  land  than  domestic  pur- 
chasers, implies  that  the  average  purchase  by  a  foreign 
buyer  was  worth  about  $1.1  million,  six-to-seven  times  as 
large  as  the  average  domestic  purchase.  This  difference  may 
be  attributable,  at  least  in  part,  to  the  fact  that 
foreigners  are  typically  making  large,  first-time  purchases, 
whereas  many  domestic  buyers  are  presumably  making  marginal 
additions  to  existing  holdings. 

III.   Tax  Return  Statistics 

Tables  2-3,  2-4  and  2-5  present  tax  return  statistics  on 
real  estate  operations  by  domestic  and  foreign  investors  in 
1974  or  1975.  Table  2-3  is  based  on  all  corporations 
(foreign  or  domestic) ,  partnerships  and  sole  proprietors 
(including  farm  landlords)  whose  primary  industry  is  U.S. 
real  estate,  and  all  other  individuals  reporting  income  or 


*    U.S.  General  Accounting  Office,  Foreign  Ownership  of 

U.S.  Farmland,  Much  Concern,  Little  Data,  June  12,  1978. 
This  material  can  also  be  found  in  the  Report  to  the 
General  Accounting  Office,  in  Foreign  Investment  in 
United  States  Agricultural  Land,  published  by  the  U.S. 
Senate  Committee  on  Agriculture,  Nutrition  and  Forestry, 
(January  1979)  . 

**   Available  statistics  do  not  indicate  the  average  price 
per  acre  of  land  purchased  or  owned  by  foreign 
investors.   Evidence  does  suggest,  however,  that  foreign 
investment  tends  to  be  concentrated  in  agricultural  land 
of  higher  than  average  value.   Because  the  price  of 
prime  U.S.  farmland  may  substantially  exceed  $1,000  per 
acre,  this  Report  has  assumed  that  foreign-owned  farm- 
land was  worth  $1,000  per  acre  on  average.   Experts  at 
the  Department  of  Agriculture  agree  that  this  estimate 
is  reasonable. 


Table  2-3 


Selected  Balance  Sheet  and  Income  Statement  Items 
by  Type  of  Return  and  Selected  Industry 
(Money  Amounts  are  In  Millions  of  Dollars) 


Mortgages 

Number 

:Depreciable 

Notes  and 

Type  of  Return  and 

of 

Total 

:   A33et3 

Bonds 

:  Total 

Total 

Taxes 

Interest:           :  Net 

Selected  Industry 

Returns 

AS3?t5 

:    (Net) 

Land 

P^yabls 

:Re«eipt3 

Deductions 

Paid 

, Eald :DeDreclatlon:Income 

Deficit 

CORPORATIONS  1/ 


166,985 
7&H 


Lessors  of  buildings 
Lessors  of  mining,  oil, 

and  similar  property 
Lessors  of  railroad 

and  other  property  6,183 

Real  estate  investment  trusts    325 

Corporations  171,277 

PARTNERSHIPS  WITH  BALANCE  SHEETS  2/ 


$62,833   »3t,115   $11,792 
5119       171        51 


1.751 
11,705 


166 
2,919 


739 
961 


Lessors  of  buildings 
Other  Lessors 

Partnerships  with 
Balance  Sheets 

Corporations  and 
partnerships  with 
balance  sheets 

ALL  PARTNERSHIPS  2/ 


215,923 
21,772 


79,811    37,701    13,516 


117,877    81,177    19,131 
1,bOB       516     3,121 


»5,185  $11,391   $5,737 
18      227      110 


106      219      179 
1,978    1,129    1,869 


10,317   16,269   15,782 


98,803   20,121   23,751 
2,115      363      113 


$2,022 

$2 

898 

$2 

010 

$1 

,710 

$927 

15 

11 

12 

88 

2 

21 

13 

26 

63 

23 

65 

099 

Bl 

71 

511 

2,126 

3 

851 

2 

129 

1 

,935 

1,166 

2,817 
50 


7,711      5,135   1,768 
155        19     131 


5,101 
181 


237,695   122,685    81,713    22,552    101,218   20,181   21,167    2,897    7,899      5,181   1,899   5,582 


111,972   202,526   122,111    36,098    111,565   36,753   39.919    5,023   11,753 


n/a  20,858  21,178 
n/a  527  191 
n/a     21,185   21,972 


7,313   3,831   7,018 


Lessors  of  buildings 
Other  Lessors 
Partnerships 

260,635 

32,319 

292,981 

n/a 
n/a 
n/a 

n/a 
n/a 
n/a 

n/a 
n/a 
n/a 

Corporations  and 
Partnerships 

167,261 

n/a 

n/a 

n/a 

SOLE  PROPRIETORS  ?/ 

Lessors  of  buildings 
Other  Lessors 
Farm  landlords 

29,681 

31,817 

360,610 

n/a 
n/a 
n/a 

n/a 
n/a 
n/a 

n/a 
n/a 
n/a 

37,751   10,751 


n/a  906  955 
n/a  83  117 
n/a      2,879    1,166 


2,956 

7,901 

5,308 

1,909 

5,530 

65 

160 

59 

222 

189 

3,021 

8,061 

5,367 

2,131 

5,719 

5,117 

11,918 

7,196 

1,066 

7,185 

Sole  proprietors 


425,111 


n/a 


3,060    2,530 


103 

218 

185 

97 

116 

18 

21 

28 

22 

56 

236 

83 

182 

1,526 

113 

357 

355 

315 

1,615 

315 

Corporations,  partner- 
ships, and  sole 

proprietors 

892,372 

n/a 

n/a 

n/a 

n/a 

11,622 

13,292 

5,501 

12,273 

7,891 

6,711 

7,500 

ind;vidvals  REfgRijNO, 

INCOME  OR  LOSS  FROM 
REAL  ESTATE  3/ 

1,176,287 

n/a 

n/a 

n/a 

n/a 

n/a 

n/a 

n/a 

n/a 

n/a 

975 

1,095 

All  returns 

2,067,659 

n/a 

n/a 

n/a 

n/a 

n/a 

n/a 

n/a 

n/a 

n/a 

6,686 

8,595 

Office  of  the  Secretary  of  the  Treasury 
Office  of  Tax  Analysis 

1/     Source:  Internal  Revenue  Service,  Corporation  Source  Book  of  Statistics  of  Income,  1975. 

2/     Source:   Internal  Revenue  Service,  Statistics  of  Income  -  1975,  Business  Income  Tax  Returns. 

1/  Source:   Internal  Revenue  Service,  Statistics  of  Income  -  1975,  Individual  Income  Tax  Returns. 

n/a  Not  available 
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losses  from  real  estate.*  Because  many  of  the  rules  for 
taxing  the  real  estate  income  of  domestic  persons  also  apply 
to  foreign  persons,  data  from  domestic  tax  returns  provide 
important  information.  Table  2-3  documents  an  important 
aspect  of  real  estate  investment:  losses  are  more  often 
reported  on  tax  returns  than  net  income.  For  corporations, 
partnerships,  farm  landlords,  sole  proprietors  and 
individuals,  total  deficits  amounted  to  $8.6  billion,  and 
total  net  income  was  $6.7  billion.  Unlike  other  industries, 
where  the  corporate  form  predominates,  real  estate  invest- 
ment is  most  commonly  undertaken  by  partnerships;  total 
receipts  of  real  estate  partnerships  amounted  to  $20.5 
billion,  as  contrasted  to  the  $14.4  billion  of  such  receipts 
by  real  estate  corporations.  Real  estate  investors  often 
prefer  partnerships  because  under  U.S.  tax  laws  losses  flow 
through  to  the  partners  and  may  shelter  the  partners'  other 
income  from  taxation.** 

Table  2-4  is  based  on  the  1974  tax  returns  of  U.S.  real 
estate  corporations  50  percent  or  more  of  whose  equity  was 
owned  by  foreign  persons;  Table  2-5  presents  comparable 
statistics  for  foreign  real  estate  corporations  with  income 
effectively  connected  with  a  U.S.  trade  or  business.  Taken 
together,  these  tables  provide  further  insight  into  the 
nature  and  extent  of  foreign  ownership  of  U.S.  real  estate: 

The  $373  million  in  total  receipts  of  these  two 
types  of  corporation  taken  together  equals  approxi- 
mately 3  percent  of  the  total  receipts  of  all  U.S. 


*    A  farm  landlord  is  an  individual  filing  Form  4835 

reporting  gross  farm  rental  income  and  expenses,  but  not 
"materially  participating"  in  the  operation  or  manage- 
ment of  a  farm.   Such  landlords  typically  provide  land 
to  a  farmer  in  exchange  for  a  share  of  farm  production. 
A  sole  proprietor  is  an  individual  who  included  with  his 
Form  1040  either  Schedule  C  (Profit  or  Loss  from 
Business  or  Profession)  or  Schedule  F  (Farm  Income  and 
Expenses) .   Other  individuals  are  those  who  included 
with  their  Form  1040  Schedule  E  (Supplemental  Income 
Schedule)  and  reported  rental  income. 

**   Losses  flow  through  to  the  shareholders  of  Subchapter  S 
corporations,  but  the  restrictions  on  such  corporations 
(e.g.,  15  or  fewer  shareholders,  none  of  whom  may  be  a 
foreign  individual  or  taxpayer,  the  need  to  make  a 
unanimous  election,  the  restriction  to  a  single  class  of 
stock)  may  make  this  form  unattractive  to  real  estate 
investors . 
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real  estate  corporations  and   1  percent  of  such 
receipts  by  U.S.  real  estate  corporations  and 

This  $373  million  does  not  include 

of  foreign  individuals,   trusts  or 

U.S.  real  estate  in  their  own  names 

interest   in  a   U.S.   real   estate 


partnerships . 
rental   income 
estates  owning 
or   holding   an 
partnership.* 
Foreign  owners 


of 


U.S.  real  estate  corporations 
most  often  listed  addresses  in  Canada,  Western 
Europe  (especially  the  United  Kingdom)  ,  and  other 
western  hemisphere  countries  (especially  the 
Bahamas  and,  to  a  lesser  extent,  the  Netherlands 
Antilles).  Foreign  corporations  investing  directly 
in  U.S.  real  estate  are,  by  contrast,  predominantly 
from  other  western  hemisphere  countries. 
Foreign  investment  in  U.S.  real  estate  through  U.S. 
corporations  is  much  larger  than  direct  ownership 
by  foreign  corporations  ($311  million  vs.  $62 
million  in  business  receipts).  Both  types  of 
corporations  are  typically  reporting  tax  losses, 
rather  than  positive  income. 


A  nonresident  alien  with  income  effectively  connected 
with  a  U.S.  trade  or  business  (e.g.,  real  estate  )  is 
required  to  file  a  U.S.  tax  return,  Form  1040NR. 
However,  the  Internal  Revenue  Service  does  not  presently 
compile  statistics  based  on  Form  1040NR.   All  Forms 
1040NR  are  excluded  from  the  I.R.S.  tabulations  based  on 
Form  1040  filed  by  U.S.  citizens  and  resident  aliens. 
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Chapter  3  -  U.S.  Statutory  Law 

I.   Taxation  of  U.S.  Individuals  and  Corporations 

A.   Ordinary  Income  and  Loss 

To  appreciate  how  the  United  States  taxes  foreigners,  it 
is  necessary  to  understand  how  the  United  States  taxes  its 
own  citizens,  residents,  corporations  and  other  entities. 
U.S.  citizens,  whether  living  in  the  United  States  or  in  a 
foreign  country,  foreign  individuals  who  are  resident  in  the 
United  States,  U.S.  corporations,  U.S.  trusts  and  U.S. 
estates  are  all  taxed  on  their  worldwide  income.  Deductions 
are  allowed  for  most  ordinary  and  necessary  costs  of  earning 
income  and  for  other  specifically  enumerated  expenses. 
Losses  from  one  activity  can  be  offset  against  income  from 
other  activities.  Individuals  may  either  itemize  deduc- 
tions, or  claim  a  standard  deduction  (zero  bracket  amount),* 
and  may  exempt  $1,000  for  themselves,  each  qualifying 
dependent,  and  on  account  of  blindness  or  age  over  65  years. 
Income  derived  outside  the  United  States  is  included  in  U.S. 
taxable  income,  but  a  dollar-f or-dollar  credit  is  provided 
for  income  taxes  paid  to  foreign  governments.** 

The  allowance  of  deductions  and  the  consolidation  of 
income  and  losses  are  particularly  important  to  real  estate 
investors.  Rental  income  from  real  estate  can  be  reduced  by 
operating  expenses  (utilities,  maintenance,  etc.),  insur- 
ance, property  taxes,  mortgage  interest  and,  in  the  case  of 
buildings,  depreciation.  Because  most  readers  are  familiar 
with  the  first  four  items,  only  the  fifth,  depreciation, 
needs  to  be  described  in  any  detail. 

Because  buildings  and  equipment  may  depreciate  in  value 
on  account  of  wear  and  tear,  obsolescence,  etc.  necessary  to 
the  production  of  income,  a  deduction  is  allowed  for 


*    As  of  1979,  the  zero  bracket  amount  is  $3,400  for 

married  individuals  filing  jointly,  $1,700  for  married 
individuals  filing  separately,  and  $2,300  for  unmarried 
individuals. 

**   The  amount  of  the  foreign  tax  credit  cannot,  however, 
exceed  the  U.S.  tax  attributable  to  income  derived 
outside  the  United  States. 
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depreciat ion .  Under  U.S.  tax  accounting  rules,  the  depre- 
ciation deduction  is  not,  however,  based  on  the  actual  gain 
or  loss  in  the  market  value  of  the  property  (so  called 
economic  depreciation).  Rather,  the  depreciation  allowance 
is  calculated  so  that  the  aggregate  of  amounts  set  aside, 
plus  the  salvage  value  at  the  end  of  the  estimated  useful 
life  of  the  depreciable  property,  will  equal  the  cost  or 
other  basis  of  the  property.  Under  this  approach,  calcula- 
tion of  the  depreciation  allowance  depends  on  the  depreci- 
ation base  and  the  estimated  useful  1 i  f e  of  the  investment. 
Under  the  statute,  taxpayers  choose  a  particular  method  for 
amortizing  the  base  over  the  estimated  useful  life~I 


No  depreciation  can  be  taken  with  respect  to  land.  For 
buildings,  the  depreciation  base  generally  equals  the  origi- 
nal cost  of  acquiring  the  property  less  the  cost  attribut- 
able to  the  land.  The  owner  estimates  the  useful  life  of 
the  building  according  to  the  type  of  construction,  the  age 
of  the  building  when  acquired,  and  other  "facts  and  circum- 
stances". Under  the  straight-line  method,  depreciation 
deductions  are  taken  in  equal  annual  installments  over  the 
useful  life  of  the  investment.  U.S.  law,  however,  specifi- 
cally allows  accelerated  methods  of  depreciation  as  follows: 
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Table  3-1 

Accelerated  Depreciation  Methods* 
Expressly  Permitted  for  Real  Estate  Property 
Under  U.S.  Tax  Law 

Type  of  Property  Method  of  Depreciation 

Land  No  Depreciation  Permitted 

New  Rental  Housing         200  percent  declining  balance, 

sum  of  the  years  digits,  or 
other  accelerated  method 

Used  Rental  Housing        125  percent  declining  balance 
(with  remaining  useful 
life  of  20  or  more  years) 

New  Commercial  Property     150  percent  declining  balance 

Used  Commercial  Property    Straight-line  only 


*  These  different  methods  are  best  illustrated  with  a  numerical 
example.  Suppose  a  building  cost  $1  million,  had  an  estimated 
useful  life  of  50  years.  Under  the  straight-line  methods,  the  in- 
vestor could  claim  a  depreciation  deduction  of  $20,000  (one  fifti- 
eth of  $1  million)  in  each  of  the  fifty  years  (assuming  the  build- 
ing had  no  salvage  value).  Under  the  200  percent  declining  balance 
method,  he  could  claim  a  deduction  of  $40,000  in  the  first  year 
(two  fiftieths  of  $1  million),  $38,400  in  the  second  year  (two 
fiftieths  of  $960,000,  the  original  base  less  the  first  year's  de- 
preciation), etc.  The  150  percent  or  125  percent  declining  bal- 
ance is  the  same  as  the  200  percent  declining  balance  method,  ex- 
cept the  fraction  is  150  percent  or  125  percent,  respectively,  of 
the  straight-line  fraction.  Under  the  sum-of-the-years-dig its 
method,  one  first  totals  the  digits  from  1  to  50  and  obtains  the 
sum,  1275.  In  the  first  year,  the  depreciation  deduction  equals 
50/1275,  or  3.92  percent,  of  the  depreciation  base;  in  the  second 
year,  the  depreciation  deduction  equals  49/1275,  or  3.84  percent, 
of  the  depreciation  base,  etc.  In  the  early  years  of  an  invest- 
ment, the  sum-of-the-years-digits  method  produces  a  result  closely 
approximating  the  200-percent-decl ining  balance  method. 

Taxpayers  are  permitted  to  make  certain  switches  in  the  method 
of  depreciation.  For  new  rental  housing,  for  example,  the  most 
rapid  depreciation  would  be  achieved  by  using  the  200  percent  de- 
clining balance  method  for  the  first  three  years  and  then  switch- 
ing to  the  sum-of-the-years-digits  method.  Taxpayers  may,  subject 
to  certain  conditions,  change  from  any  declining  balance  method  of 
depreciation  to  any  other  method  without  express  IRS  permission. 
Once  a  taxpayer  has  changed  to  a  straight-line  method,  however, 
IRS  consent  is  required  to  change  to  any  other  method. 
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Under  the  accelerated  methods,  higher  depreciation  in 
the  early  years  of  an  investment  is  offset  by  lower  depre- 
ciation in  the  later  years.  Accelerated  depreciation  allows 
an  investor  to  postpone  the  recognition  of  income  and,  thus, 
defer  his  tax  payments.  This  makes  investment  in  real 
estate  more  attractive  than  it  would  otherwise  be  under  a 
straight-line  method. 

As  shown  in  Table  2-3,  real  estate  deductions  typically 
exceed  rental  income  and  result  in  losses  for  tax  purposes. 
Losses  shown  on  real  estate  investments  can  offset  income 
from  other  activities  in  computing  a  taxpayer's  total  tax- 
able income,  "sheltering"  such  other  income  from  taxation. 
This  tax-shelter  feature  makes  real  estate  investment 
particularly  attractive  to  individuals  whose  high  income 
would  otherwise  place  them  in  a  high  tax-rate  bracket. 

B.   Capital  Gain 

Over  the  last  two  decades,  U.S.  real  estate  has  appreci- 
ated rapidly  in  value.  Indeed,  the  expected  capital  gain, 
not  the  operating  income,  has  become  the  primary  non-tax 
inducement  to  real  estate  investment.  Because  real  estate 
is  ordinarily  held  for  more  than  one  year,  this  section  will 
describe  only  the  tax  treatment  of  long-term  capital  gain. 
When  real  estate  is  sold,  a  U.S.  taxpayer  treats  any  gain  up 
to  the  amount  of  prior  "excess  depreciation"  as  ordinary 
income*  and  the  balance,  if  any,  as  capital  gain.**   Under 


*    The  recapture  rule  for  real  estate  is  more  generous  than 
for  other  depreciable  assets.   If  other  assets  are  sold, 
the  seller  must  treat  any  gain  up  to  the  amount  of  all 
prior  depreciation,  not  just  the  excess  over  the 
straight-line  amount,  as  ordinary  income  and  the 
balance,  if  any,  as  capital  gain. 

**   For  example,  suppose  an  investor  purchased  a  property 
for  $1  million  and  had  claimed  total  depreciation 
deductions  of  $500,000.   Had  the  investor  used  straight- 
line  rather  than  accelerated  depreciation,  his  total  de- 
preciation deductions  would  have  been  $400,000.   If  the 
property  is  sold  for  $2  million,  his  net  gain  realized 
for  tax  purposes  would  be  $1,500,000.   He  must,  however, 
treat  $100,000,  the  excess  of  accelerated  over  straight- 
line  depreciation,  as  ordinary  income.   The  remaining 
$1,400,000  is  capital  gain.   If  the  property  was  held 
for  more  than  one  year,  he  may  deduct  an  amount  equal  to 
60  percent  of  the  capital  gain,  or  $840,000.   Thus,  his 
net  taxable  income  is  $660,000  ($100,000  plus  40  percent 
of  $1,400,000) . 
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the  nav/  provisions  of  the  Revenue  Act  of  1978,  an  individual 
may  deduct  an  amount  equal  to  50  percent  of  capital  gain  on 
the  sale  of  this  property  and  pay  tax  on  the  remaining  40 
percent.  With  a  maximum  tax  rate  of  70  percent  on  ordinary 
income,  the  maximum  effective  rate  on  capital  gain  of 
individuals  is  28  percent  (40  percent  of  70  percent)  . 

An  individual  with  substantial  long-term  gain  may  be 
affected  by  the  alternative  minimum  tax.  Alternative 
minimum  taxable  income  as  defined  by  the  Revenue  Act  of 
1978,  equals  taxable  income  plus  the  long-term  capital  gains 
deduction  plus  certain  adjusted  itemized  deductions. 
Alternative  minimum  taxable  income  is  taxed  at  progressive 
rates;  the  highest  rate,  25  percent,  applies  to  alternative 
minimum  taxable  income  in  excess  of  $100,000.  The  indi- 
vidual's income  tax  liability  equals  the  higher  of  the  tax 
computed  under  the  ordinary  rules  and  the  tax  computed  under 
the  alternative  minimum  tax  rules. 


An  unmarried  individual  with  no  ordinary  income  or 
itemized  deductions,  and  who  claims  no  tax  credits,  but  who 
has  long-term  capital  gain  of  at  least  $108,000,  but  less 
than  $214,000,  would  pay  by  the  alternative  minimum  tax._  As 
a  consequence,  the  marginal  rate  of  taxation  of  his  capital 
gain  within  this  bracket  would  be  raised  to  25  percent. 
Because  the  only  credit  allowed  against  the  alternative 
minimum  tax  is  a  foreign  tax  credit  (the  computation  of 
which  is  specially  controlled  by  the  alternative  minimum  tax 
rules) ,  the  alternative  minimum  tax  provisions  impinge  most 
heavily  on  individuals  with  substantial  deductions  for 
long-term  capital  gains  (or  adjusted  itemized  deductions) 
and  tax  credits,  such  as  the  investment  tax  credit,  not 
aTTowed  against  the  alternative  minimum  tax. 

Individuals  do  not  recognize  capital  gain  on  the  sale  of 
a  principal  residence  provided  a  new  principal  residence  is 
acquired  within  18  months.  And,  an  individual  who  is  at 
least  55  years  old  may  elect  once  in  his  lifetime  to  exclude 
$100,000  on  the  sale  of  a  principal  residence. 

Long-term  capital  gains  of  corporations  are  taxed  with- 
out any  special  deduction  either  as  ordinary  income  or  at  a 
flat  rate  of  28  percent,  whichever  produces  a  lower  amount 
of  tax. 

Corporations  and  individuals  may  lessen  the  impact  of 
the  capital  gains  tax  if  the  purchaser  spreads  payment  over 
two  or  more  years.  If  the  seller  requires  payment  of  less 
than  30  percent  in  the  year  of  sale,  he  may  defer  recogni- 
tion of  his  capital  gain  in  accordance  with  the  schedule  of 
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payments.  For  example,  if  a  buyer  makes  a  down  payment  of 
25  percent  of  the  purchase  price  and  agrees  to  pay  off  the 
balance  in  three  annual  installments  of  25  percent  (plus 
appropriate  interest)  ,  the  seller  can  recognize  25  percent 
of  total  net  gain  with  each  payment. 

C.    Taxation  of  Partnerships 

A  partnership  is  not  a  taxable  entity  under  U.S.  law; 
rather,  each  partner  in  determining  his  own  tax  includes  his 
distributive  share  of  the  partnership's  taxable  gross 
income  and  of  certain  other  specified  items  of  gain,  loss, 
income,  deduction  or  credit.  U.S.  law  provides  that  a 
partner's  distribution  share  of  any  item  of  income,  loss, 
deduction  or  credit  is  to  be  determined  by  the  partnership 
agreement,  unless  the  agreement  contains  no  provision 
determining  a  partner's  distributive  share,  or  unless  the 
applicable  provision  lacks  "substantial  economic  effect." 

Appendix  C  describes  a  hypothetical  example  of  a  part- 
nership between  a  domestic  and  a  foreign  taxpayer.  By 
allocating  the  tax  losses  to  the  domestic  investor,  who  is 
not  limited  in  his  ability  to  offset  such  losses  against 
other  U.S.  income,  and  allocating  only  capital  gain  to  the 
foreign  investor,  who  may  be  exempt  from  U.S.  tax  on  such 
gain  under  present  U.S.  law,  both  investors  may  obtain 
higher  after-tax  returns  than  could  either  one  investing 
separately. 

II.  Taxation  of  Nonresident  Aliens  and  Foreign  Corporations 

A.   Introduction 

A  nonresident  alien  or  foreign  corporation  has  three 
types  of  income  for  U.S.  tax  purposes: 

1.  Income,  including  capital  gain,  effectively  con- 
nected with  a  U.S.  trade  or  business.  This  type  of 
income  can  be  offset  by  allowable  deductions  and  is 
taxed  generally  according  to  the  same  rules  and 
rates  as  those  applicable  to  the  income  of  U.S. 
citizens  or  corporations. 

2.  Certain  other  income  having  a  U.S.  source,  which  is 
taxed  at  a  flat  rate  of  30  percent  (or  at  a  lower 
rate  if  a  tax  treaty  applies) ,  and  against  which  no 
deductions  are  allowed.   This  category  includes: 
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a.  interest,  dividends,  rents  and  certain  other 
items  of  income  or  gain  which  are  of  U.S. 
source,  but  which  are  not  effectively  connected 
with  the  active  conduct  of  a  U.S.  trade  or 
business . 

b.  an  individual's  capital  gain  on  U.S.  property, 
but  only  in  the  exceptional  case  of  the  non- 
resident alien  who  is  present  in  the  United 
States  for  more  than  183  days  in  the  year  in 
which  the  gain  is  realized. 

3.    All  other  income,  which  is  exempt  from  U.S.  taxa- 
tion, whether  of  U.S.  source  or  not. 

This  section  describes  how  the  residence  of  an  alien  in- 
dividual is  determined  for  U.S.  tax  purposes,  how  the  income 
or  capital  gains  of  nonresident  aliens,  foreign  corpora- 
tions, foreign  trusts  and  foreign  estates  is  allocated  among 
the  three  types  enumerated  above,  and  how  each  type  of 
income  is  taxed. 

B .    When  is  a  Foreigner  a  Resident  of  the  United 
States  for  Income  Tax  Purposes? 

Because  a  foreign  individual's  U.S.  tax  liability  may  be 
substantially  affected  by  whether  he  is  or  is  not  considered 
a  U.S.  resident  for  U.S.  tax  purposes,  the  criteria  for 
determining  residence  are  important.  The  Internal  Revenue 
Code  itself  provides  no  explicit  standards.  Regulation 
1.871-2(b),  however,  does  provide  standards: 

An  alien  actually  present  in  the  United  States  who  is 
not  a  mere  transient  or  sojourner  is  a  resident  of  the 
United  States  for  purposes  of  the  income  tax.  Whether 
he  is  a  transient  is  determined  by  his  intentions  with 
regard  to  the  length  and  nature  of  his  stay.  A  mere 
floating  intention,  indefinite  as  to  time,  to  return  to 
another  country  is  not  sufficient  to  constitute  him  a 
transient.  If  he  lives  in  the  United  States  and  has  no 
definite  intention  as  to  his  stay,  he  is  a  resident. 
One  who  comes  to  the  United  States  for  a  definite  pur- 
pose which  in  its  nature  may  be  promptly  accomplished  is 
a  transient;  but,  if  his  purpose  is  of  such  a  nature 
that  an  extended  stay  may  be  necessary  for  its  accom- 
plishment, and  to  that  end  the  alien  makes  his  home 
temporarily  in  the  United  States,  he  becomes  a  resident, 
though  it  may  be  his  intention  at  all  times  to  return  to 
his  domicile  abroad  when  the  purpose  for  which  he  came 
has  been  consummated  or  abandoned.   An  alien  whose  stay 
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in  the  United  States  is  limited  to  a  definite  period  by 
the  immigration  laws  is  not  a  resident  of  the  United 
States  within  the  meaning  of  this  section,  in  the 
absence  of  exceptional  circumstances. 

An  alien  who  has  been  in  the  United  States  for  less  than 
a  year  is  presumed  under  I.R.S.  regulations  not  to  be  a 
resident  for  tax  purposes.  The  burden  of  proof  falls  on  the 
individual  or  the  Internal  Revenue  Service,  as  the  case  may 
be,  to  rebut  the  presumption  of  nonresidence .  This  may  be 
done  by  examining  the  following  factors: 

Visa  -  Some  visas  under  which  foreigners  enter  the 
United  States  allow  the  individuals  to  take  up  resi- 
dence, but  others  do  not.  The  type  of  visa  does  not 
govern  for  tax  purposes,  but  legal  residents  under  U.S. 
immigration  laws  would  usually  be  residents  for  tax 
purposes . 

Length  of  Stay  -  The  longer  a  foreigner  remains  in  the 
United  States,  the  more  likely  it  becomes  that  he  or  she 
will  be  deemed  a  resident  for  tax  purposes.  Foreigners 
staying  in  the  U.S.  for  more  than  one  year  are  presumed 
by  the  I.R.S.  to  be  residents  for  tax  purposes. 

Other  Factors  -  Owning  a  home  or  condominium,  signing  a 
long-term  apartment  or  office  lease,  maintaining  bank 
and  charge  accounts,  registering  a  car  or  getting  a 
driver's  license,  and  joining  a  church  or  club  in  the 
United  States  are  evidence  of  U.S.  residence. 

Aliens  wishing  to  avoid  having  a  U.S.  residence  for  tax 
purposes  generally  enter  the  U.S.  on  temporary  visas,  limit 
the  length  of  any  one  stay  in  the  United  States,  and  so 
forth,  while  those  wishing  to  establish  residence  do  the 
opposite . 

The  dividing  line  between  taxation  as  a  U.S.  person  and 
taxation  as  a  foreign  person  is  much  simpler  and  more  auto- 
matic in  the  case  of  a  corporation  than  in  that  of  an  indi- 
vidual. The  United  States  regards  the  place  of  incorpora- 
tion as  determinative;  an  entity  incorporated  in  the  United 
States  is  domestic,  while  all  others  are  foreign.  This 
rule,  which  has  the  obvious  virtue  of  simplicity,  may  also 
be  subject  to  manipulation:  investors  who  wish  to  be  taxed 
under  the  rules  applicable  to  foreign  corporations  incor- 
porate outside  the  United  States;  those  who  prefer  the  rules 
applicable  to  domestic  corporations  incorporate  in  one  of 
the  fifty  States  or  the  District  of  Columbia.  Countries 
other  than  the  United  States  often  look  to  the  place  of 


-23- 


"effective  management,"  rather  than  (or  in  addition  to)  the 
place  of  incorporation,  in  determining  the  tax  status  of 
corporations.  Like  the  U.S.  residence  rules  for  indivi- 
duals, the  place  of  effective  management  rules  for  corpor- 
ations depend  on  the  facts  and  circumstances  of  individual 
cases  and  differ  from  one  country  to  another. 

C.    When  is  a  Nonresident  Alien  or  a  Foreign 

Corporation  Engaged  in  a  Trade  or  Business  Within 
the  United  States?  ~~~^ 

Although  the  concept  of  having  a  U.S.  trade  or  business 
is  critical  to  U.S.  taxation  of  a  foreign  investor's  income, 
the  Internal  Revenue  Code  provides  little  explicit  guidance 
for  making  this  determination.  The  performance  of  personal 
services  within  the  United  States  is,  with  one  limited 
exception,  a  U.S.  trade  or  business;  trading  in  securities 
or  commodities  through  an  independent  agent  by  a  foreigner 
for  his  own  account  is  not.  In  the  case  of  real  estate, 
whether  a  foreign  investor  has  a  U.S.  trade  or  business  is 
usually  determined  by  the  following  factors: 

Size  of  the  Investment;  The  more  substantial  the  in- 
vestment, the  more  likely  the  person  will  be  considered 
to  be  engaged  in  a  U.S.  trade  or  business. 

Terms  of  a  Lease;  A  lessor  with  a  long-term  net  lease 
to  a  single  tenant  under  which  the  lessee  assumes 
responsibility  for  paying  maintenance  and  operating 
costs,  insurance,  property  taxes  or  mortgage  interest 
has  been  considered  not  engaged  in  a  U.S.  trade  or 
business.  The  shorter  the  lease,  the  greater  the  share 
of  the  costs  incurred  by  the  owner,  rather  than  the 
tenant,  and  the  more  numerous  the  tenants,  the  more 
likely  it  becomes  that  the  lessor  will  be  deemed  to  be 
engaged  in  a  U.S.  trade  or  business. 

Nature  of  the  Property;  Leasing  unimproved  land,  in- 
cluding agricultural  land,  has  been  considered  not  to  be 
a  U.S.  trade  or  business. 

Personal  Use;  If  a  house  or  condominium  is  used  by  the 
owner  and  rented  out  only  occasionally,  the  investor  is 
considered  not  to  have  a  U.S.  trade  or  business. 

If  a  partnership  as  an  entity  is  considered  to  be 
engaged  in  a  U.S.  trade  or  business,  so  too  will  be  all 
partners.  The  Internal  Revenue  Code  also  provides  that  a 
foreign  beneficiary  of  trust  or  estate  will  be  considered 
engaged  in  a  U.S.  trade  or  business  if  the  trust  or  estate 
is  engaged  in  a  U.S.  trade  or  business. 
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D.    What  Income  is  Effectively  Connected  with  a  U.S 
Trade  or  Business? 


If  a  nonresident  alien  or  foreign  corporation  is  con- 
sidered to  be  engaged  in  a  U.S.  trade  or  business,  the 
income  which  will  be  considered  effectively  connected  with 
the  U.S.  trade  or  business  consists  of  three  types: 

Interest,  dividends,  rents  and  other  such  U.S.- 
source  income,  plus  capital  gains  or  losses,  if  the 
income  is  derived  from  assets  used  in  (or  held  for 
use  in)  the  conduct  of  a  U.S.  trade  or  business,  or 
if  the  trade  or  business  activities  were  a  material 
factor  in  the  realization  of  such  income. 

All  other  U.S.  source  income  (e.g.,  income  derived 
from  goods  sold  in  the  United  States) . 

Certain  foreign  source  income  attributable  to  the 
U.S.  trade  or  business. 

To  take  an  obvious  example,  suppose  a  foreign  corpora- 
tion or  non-resident  alien  owned  U.S.  real  estate  and  was 
considered  by  the  nature  of  its  investment  to  be  engaged  in 
a  U.S.  trade  or  business.  Rental  income  from  that  real 
estate  would  be  considered  effectively  connected  with  the 
U.S.  trade  or  business,  as  would  U.S. -source  interest  income 
on  cash  balances  maintained  to  pay  property  taxes  and  meet 
other  expenses  of  the  U.S.  trade  or  business.  However,  if 
the  corporation  also  earned  U.S. -source  interest  on  long- 
term  bonds  which  were  not  held  for  use  in  the  conduct  of  its 
U.S.  trade  or  business,  this  latter  income  might  not  be 
effectively  connected  with  the  U.S.  trade  or  business. 

E.    Election  to  have  Real  Property  Income  Taxed  on 
Net  Basis 


Even  if  a  foreigner  is  not  otherwise  engaged  in  a  U.S. 
trade  or  business  and  would  consequently  not  be  entitled  to 
any  deductions,  he  may  elect  to  have  his  real  property  in- 
come taxed  net  of  deductions.  Real  property  income  includes 
income  from,  or  capital  gain  on  the  sale  of,  real  estate, 
rents  or  royalties  from  mines,  wells  or  other  natural 
resource  deposits,  and  capital  gain  from  the  sale  of  timber, 
coal  and  iron  ore.  The  difference  between  a  tax  of  30 
percent  on  gross  rental  income  and  a  tax  on  that  same  income 
less  all  allowable  deductions  can  be  substantial. 
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The  disadvantage  of  making  the  net  election  allowed  by 
statute  is  that  capital  gain  on  the  sale  of  the  real  estate 
will  generally  also  be  considered  effectively  connected  with 
the  elected  U.S.  trade  or  business  and  thereby  lose  what 
might  otherwise  be  tax-exempt  status.  Under  section  871(d), 
an  election,  once  made,  cannot  be  revoked  without  permission 
of  the  Internal  Revenue  Service.  Foreigners  typically 
resolve  this  dilemma  by  making  an  election  and  finding  some 
other  way  to  avoid  the  capital  gains  tax. 

F.    Treatment  of  Foreign  Taxpayers  versus  Domestic 
Taxpayers 

Income  effectively  connected  with  a  U.S.  trade  or 
business  of  a  foreign  taxpayer  is  generally  taxed  by  the 
United  States  according  to  the  same  rules  and  rates  as  those 
applicable  to  comparable  U.S.  taxpayers.  There  are,  how- 
ever, certain  exceptions  to  this  general  rule: 

A  foreigner's  losses  effectively  connected  with  a  U.S. 
trade  or  business  cannot  be  used  to  offset  U.S. -source 
interest,  dividends,  and  other  income  not  effectively 
connected  with  a  U.S.  trade  or  business. 

A  nonresident  alien  can  claim  only  one  personal  exemp- 
tion. Additional  exemptions  cannot  be  claimed  for 
dependents  or  on  account  of  the  individual's  age  or 
bl indness . 

A  nonresident  alien  must  itemize  deductions — that  is,  he 
cannot  claim  the  standard  deduction,  or  zero-bracket 
amount.  Apart  from  the  charitable  contributions,  deduc- 
tions are  generally  limited  to  those  allocable  to  income 
effectively  connected  with  the  U.S.  trade  or  business. 

A  nonresident  alien  cannot  file  a  joint  return  with  his 
spouse.*  Not  only  will  he  be  subject  to  the  harsher 
limitations  and  schedules  applicable  to  married  individ- 
uals filing  separate  returns,  but  he  cannot  limit  his 
tax  on  personal  services  income  (wages  and  salary,  etc.) 
to  the  otherwise  applicable  maximum  rate  of  50  percent. 


If  a  nonresident  alien  is  married  to  a  U.S.  citizen  or 
resident,  the  nonresident  alien  may  elect  to  join  his  or 
her  spouse  in  filing  a  joint  return.   If  this  election 
is  made,  the  nonresident  alien  individual  is  treated  as 
a  resident  for  U.S.  tax  purposes,  and  thus  the  married 
couple  is  taxable  on  their  combined  worldwide  income. 
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-  A  nonresident  alien  may  not  elect,  nor  join  with  others 
in  electing,  to  have  a  U.S.  corporation  in  which  he  is  a 
shareholder  taxed  according  to  the  rules  of  Subchapter 
S.  The  Subchapter  S  rules  allow  a  U.S.  corporation  with 
15  or  fewer  shareholders  to  elect  not  to  pay  tax  pro- 
vided its  shareholders  include  a  proportionate  share  of 
the  corporation's  income  or  loss  in  their  own  taxable 
income . 

G.    Taxation  of  Interest,  Dividends,  Rent  and  Other 

Income  Not  Effectively  Connected  with  a  U.S.  Trade 
or  Business 

The  preceding  discussion  describes  the  taxation  of 
income  which  is  effectively  connected  with  a  U.S.  trade  or 
business  or,  in  the  case  of  real  property  income,  which  the 
foreign  investor  elects  to  be  taxed  as  if  it  were.  The 
United  States  also  taxes  U.S. -source  "interest,  dividends, 
rents,  salaries,  wages,  premiums,  annuities,  compensations, 
remunerations,  emoluments,  and  other  fixed  and  determinable, 
annual  or  periodical  gains,  profits  and  income"  which  are 
earned  by  foreigners,  but  which  are  not  effectively 
connected  with  a  U.S.  trade  or  business.  No  deductions  are 
allowed  against  such  income  and,  in  the  absence  of  a  tax 
treaty,  the  rate  of  tax  is  30  percent.  As  Table  3-2  indi- 
cates, however,  the  rate  is  reduced,  often  substantially, 
for  residents  of  foreign  countries  with  which  the  United 
States  has  a  tax  treaty. 

The  withholding  rate  on  rent  from  real  estate  investment 
is  often  not  reduced  by  treaty  and,  where  it  is  reduced,  is 
lowered  only  to  15  percent.  Moreover,  mortgage  interest, 
property  taxes,  operating  expenses,  and  depreciation  cannot 
be  deducted  from  rental  income  in  determining  the  amount  of 
the  tax.*  The  disallowance  of  all  deductions  serves  as  a 
powerful  incentive  for  foreigners  to  elect  to  be  taxed  as  if 
they  were  engaged  in  trade  or  business,  if  they  otherwise 
would  not  be. 

H.    Taxation  of  Capital  Gains  of  Foreign  Investors 

Foreign  investors  may  under  certain  circumstances  be 
taxable  in  the  United  States  on  capital  gains  derived  from 
sales  of  U.S.  real  estate.  Capital  gains  which  are  effec- 
tively connected  with  a  U.S.  trade  or  business  are  taxable 


If  such  expenses  are  paid  by  a  tenant  under  the  terms  of 
a  net  lease,  such  expenses  are  added  to  the  net  lease 
payment  made  to  the  foreign  owner  in  computing  the  base 
to  which  the  withholding  tax  is  applied. 
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under  the  same  rules  and  at  the  same  rates  as  are  applicable 
to  U.S.  taxpayers.  Capital  gains  which  are  considered  not 
to  be  effectively  connected  are  tax  exempt,  except  for  a 
foreign  individual  who,  though  not  a  resident  of  the  United 
States,  is  present  in  the  United  States  for  more  than  183 
days  in  the  year  in  which  the  gain  is  realized. 

The  historical  evolution  of  U.S.  taxation  of  capital 
gain  on  the  sale  of  U.S.  property  may  help  explain  why  the 
tax  applies  only  to  gain  effectively  connected  with  a  U.S. 
trade  or  business  or  gain  of  a  nonresident  alien  present  in 
the  United  States  for  more  than  183  days.  The  Revenue  Act 
of  1921  specifically  included  capital  gain  on  the  sale  of 
real  property  located  in  the  United  States  in  the  income  of 
a  nonresident  alien  subject  to  U.S.  tax;  the  Revenue  Act  of 
1934  added  capital  gains  from  the  sale  of  personal  property, 
which  includes  stocks,  bonds  and  other  financial  assets.* 
Under  these  statutes,  nonresident  alien  and  foreign  corpora- 
tions were  taxable  in  the  U.S.  on  a  net  basis.  The  Revenue 
Act  of  1936  introduced  the  method  of  taxing  foreign  persons 
not  engaged  in  U.S.  business  on  a  flat  rate  basis.  Section 
211  of  that  Act  limited  the  U.S.  tax  on  a  nonresident  alien 
or  foreign  corporation  who  was  not  engaged  in  a  U.S.  trade 
or  business  and  who  did  not  maintain  an  office  or  place  of 
business  in  the  United  States  to  10  percent  of  his  U.S. 
source  dividends,  interest,  rents,  wages,  salaries,  annu- 
ities, and  periodical  gains,  profits  and  income.  It  did  not 
subject  capital  gains  to  the  flat  rate  tax.  The  House 
Report  offered  the  following  explanation  for  this  change: 
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Since  1921,  U.S.  citizens  and  residents  have  been 
required  to  include  capital  gain  on  the  sale  of  real 
property,  corporate  shares  and  other  capital  assets. 
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exemption  from  tax  will  result  in  additional  revenue  from 
the  transfer  taxes  and  from  the  income  tax  in  the  case  of 
persons  carrying  on  the  brokerage  business.** 

In  subsequent  years,  Congress  eliminated  the  provision 
that  a  foreign  taxpayer  which  had  a  U.S.  office  or  fixed 
place  of  business,  but  which  was  not  "engaged"  in  U.S. 
business,  would  be  taxable  on  a  net  basis.  The  flat  rate  of 
taxation  on  interest,  dividends,  and  other  income  of  tax- 
payers not  engaged  in  a  U.S.  trade  or  business  was  gradually 
increased,  and  the  special  rule  for  capital  gains  of  non- 
resident aliens  present  in  the  United  States  for  90  and  then 
183  days  were  added.  Also,  in  1966  the  distinction  between 
effectively  connected  income  and  not  effectively  connected 
income  of  taxpayers  who  were  engaged  in  a  U.S.  trade  or 
business  was  introduced.  But  the  exemption  for  capital 
gains  of  foreign  corporations  and  nonresident  aliens  not 
engaged  in  a  U.S.  trade  or  business  has  remained  since  1936. 

To  avoid  capital  gains  taxation  under  present  law,  the 
foreign  investor  must  find  a  way  of  severing  any  connection 
between  the  gain  and  the  (actual  or  deemed)  U.S.  trade  or 
business  which  qualified  him  for  taking  deductions  against 
his  operating  income.  At  present,  at  least  five  such  ways 
are  available: 


A  foreigner  who  J_s  engaged  in  trade  or  business  (and 
thus  has  made  no  election  to  be  so  taxed)  may  make  an 
installment  sale  and  postpone  receiving  payment  until 
after  the  end  of  the  year  in  which  the  property  was 
sold.  Under  the  installment  sale  rules,  the  gain  is 
recognized  in  proportion  to  the  amount  of  the  install- 
ment payment  (see  p.  above)  .  Although  an  elect  ion  to 
be  taxed  as  if  engaged  in  trade  or  business  cannot  be 
the  actual  determination  in  the  absence  of  an 
is  made  anew  each  year.  So  although  a  foreign 
may  have  been  engaged  in  trade  or  business,  he 
longer  be  in  trade  or  business  when  most  or  all 


revoked , 
election 
investor 
would  no 
the  gain 


is  reported 


Suppose  the  foreign  resident  owned  the  real  estate 
through  a  holding  company,  the  company  sold  the  real 
estate  and  was  liquidated  within  a  year,  and  its  assets 
(e.g.,  the  proceeds  from  the  sale  of  the  real  estate) 


** 


U.S.  Congress.  House.  Committee  on  Ways  and  Means. 
Revenue  Bill  of  1936.  74th  Cong.  2nd  Sess.  H.  Rept.  2475 
(1936) 
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were  distributed  to  shareholders.  Under  section  337  of 
the  Internal  Revenue  Code,  a  corporation,  if  it  pursues 
the  liquidation  according  to  certain  proscribed  steps, 
will  not  recognize  such  a  gain  for  tax  purposes.  While 
the  shareholders  must  recognize  the  capital  gain,  that 
capital  gain  is  considered  to  be  realized  in  exchange 
for  their  stock.  Because  stock  ownership  does  not  per 
se  constitute  a  trade  or  business,  the  capital  gain  is 
tax  exempt.  The  holding  company,  not  its  share- 
holder(s),  is  engaged  in  a  U.S.  trade  or  business.  In 
short,  capital  gain  on  the  sale  of  U.S.  real  estate, 
which  would  have  been  taxable,  is  converted  into  capital 
gain  on  the  sale  of  corporate  shares,  which  may  well  be 
exempt . 


The  same  result  would  be  obtained  if  the  foreign  share- 
holders sold  their  shares  in  the  holding  company. 
Capital  gain  on  the  sale  of  shares  is  generally  tax 
exempt.  The  buyer  could  liquidate  the  holding  company 
and  recognize  no  capital  gain;  the  only  gain  the 
liquidated  company  would  recognize  would  be  the  amount 
of  its  prior  "excess  depreciation"  and  any  similar  items 
subject  to  recapture. 

If  the  foreign  investor  exchanges  his  U.S.  property  for 
foreign  property  "of  a  like  kind,"  his  taxable  gain  is 
limited  to  the  cash  or  other  "boot"  received  as  part  of 
the  overall  exchange.  Thus,  a  foreign  investor  could 
exchange  his  U.S.  real  estate  (and  cash  and  other 
"boot,"  if  necessary)  for  foreign  real  estate  and,  as 
long  as  he  receives  no  "boot,"  pay  no  capital  gains  tax. 
The  foreign  real  estate  he  purchases  may  have  been 
recently  acquired  for  this  specific  purpose  by  his 
trading  partner.  If  he  then  turns  around  and  sells  the 
foreign  real  estate,  that  gain  will  not  be  effectively 
connected  with  a  U.S.  trade  or  business  and,  thus,  will 
be  exempt  from  U.S.  tax. 

As  discussed  in  Chapter  4,  many  of  our  tax  treaties 
permit  a  foreigner  who  is  not  engaged  in  a  U.S.  trade  or 
business,  but  who  elects  to  have  his  real  estate  income 
taxed  as  if  it  were,  to  revoke  that  election  in  the  year 
in  which  the  real  estate  is  sold.  (Under  our  statutory 
law,  the  net  election  cannot  be  revoked  without  the 
special  permission  of  the  I.R.S.)  A  foreigner  who  is 
not  a  resident  oi  a  country  with  which  the  United  States 
has  a  tax  treaty  providing  for  such  an  annual  election 
can  establish  a  holding  company  in  a  country,  such  as 
the  Netherlands  Antilles  or  the  British  Virgin  Islands, 
with  which  we  have  a  tax  treaty  permitting  an  annual 
election. 
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No  doubt  there  are  other  avenues  for  avoiding  U.S.  taxa- 
tion of  capital  gains.  Although  these  methods  require  care- 
ful tax  planning,  the  substantial  value  of  foreign  invest- 
ments in  U.S.  real  estate  would  usually  justify  the  added 
legal  and  accounting  costs  of  such  planning.* 

III.   Investments  by  Foreign  Governments 

Section  892  of  the  Internal  Revenue  Code  provides  that: 

The  income  of  foreign  governments  or  international 
organizations  received  from  investments  in  the  United 
States  in  stocks,  bonds,  or  other  domestic  securities, 
owned  by  such  foreign  governments  or  by  international 
organizations,  or  from  interest  on  deposits  in  banks  in 
the  United  States  of  moneys  belonging  to  such  foreign 
governments  or  international  organizations,  or  from  any 
other  source  within  the  United  States,  shall  not  be 
included  in  gross  income  and  shall  be  exempt  from 
taxation  under  this  subtitle. 

The  Internal  Revenue  Service  and  Treasury  Department 
have  recently  proposed  regulations  interpreting  the  section 
892  exemption  as  applying  only  to  non-commercial  income. 
Income  from  "commercial  activities"  would,  however,  be  tax- 
able. According  to  the  proposed  regulations,  "commercial 
activities"  would  include: 

-  activities  that  would  and  generally  constitute  a  "trade 
or  business  within  the  United  States" 

-  obtaining  or  holding  "net  leases"  on  property. 

Thus,  under  the  proposed  regulations  income  earned  by 
foreign  governments  from  U.S.  real  estate  would  be  taxable 
in  the  same  way  as  if  it  were  earned  by  a  foreign 
corporation . 


Knowledgeable  practitioners  suggest  that  the  use  of  a 
Netherlands  Antilles  or  other  foreign  holding  company,  a 
common  tax  avoidance  device,  is  worth  the  legal  and 
accounting  costs  only  for  investments  of  $250,000  or 
more.   As  noted  in  Chapter  2,  the  size  of  the  average 
foreign  purchase  of  U.S.  farmland  is  $1  million. 
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IV.  Federal  Estate  and  Gift  Taxation 

The  United  States  taxes  the  estates  and  gifts  of  aliens 
resident  in  the  United  States  in  the  same  manner  as  it  taxes 
those  of  U.S.  citizens.  However,  the  definition  of  resi- 
dence for  estate  and  gift  taxes  differs  from  that  for  income 
tax  purposes.  For  estate  and  gift  tax  purposes,  an  alien's 
residence  is  his  domicile,  his  permanent  home  to  which  he 
ult  imately  intends  to  return.  Thus,  an  alien  who  was 
present  in  the  United  States  with  no  definite  plans  as  to 
the  length  of  his  stay,  but  with  the  ultimate  intention  of 
some  day  returning  to  a  foreign  domicile,  would  be  resident 
for  income  tax  purposes,  but  not  for  estate  tax  purposes. 
Likewise,  an  alien  not  present  in  the  United  States  and  with 
no  definite  plans  as  to  the  length  of  his  stay  outside  the 
United  States,  but  with  a  definite  intention  to  return  some 
day  to  a  domicile  in  the  United  States,  would  be  a  resident 
for  estate  tax  purposes,  but  not  for  income  tax  purposes. 
To  avoid  needless  confusion  in  this  Report,  an  alien  who  is 
resident  in  the  United  States  for  estate  and  gift  tax 
purposes  will  be  referred  to  as  a  domiciled  alien. 

The  estates  of  U.S.  citizens  and  domiciled  aliens  are 
subject  to  U.S.  estate  tax  upon  the  value  of  all  property 
"real  and  personal,  tangible  or  intangible"  owned  by  the 
individual  at  the  time  of  his  death.  Such  individuals 
qualify  for  a  credit  against  the  tax  of  $47,000,  which 
effectively  exempts  approximately  $175,000  of  property  from 
estate  tax. 

Similarly,  the  g  i  f ts  of  U.S.  citizens  and  domiciled 
aliens  are  subject  to  U.S.  gift  tax  upon  the  value  of  all 
gifts  made  by  (not  to)  the  individual.  The  estate  and  gift 
taxes  imposed  upon  such  persons  are  "integrated"  under  the 
Tax  Reform  Act  of  1976;  that  is  to  say,  the  amounts  of  gift 
and  estate  tax  are  computed  at  the  same  rate,  and  prior 
gifts  made  by  an  individual  are  included  for  the  purpose  of 
determining  the  bracket  of,  or  rate  of  tax  imposed  upon,  any 
subsequent  gift  or  upon  the  individual's  estate.  The 
$47,000  "unified"  credit  may  be  claimed  against  any  gift 
until  the  amount  an  individual  may  claim  has  been  exhausted; 
once  an  individual  has  claimed  part  of  this  credit  against  a 
gift  tax  due,  the  amount  he  may  claim  against  the  tax  on  a 
subsequent  gift  or  upon  his  estate  is  reduced  by  a 
corresponding  amount. 

Aliens  not  domiciled  in  the  United  States  are  subject  to 
estate  taxes  only  upon  property  situated  within  the  United 
States.  The  existing  statute  does  not  define  what  property 
is  situated  within  the  United  States,  except  with  respect  to 
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certain  limited  classes  of  property.  The  Estate  and  Gift 
Tax  Regulations  provide  that  real  property  located  within 
the  United  States  is  deemed  to  be  situated  within  the  United 
States  for  the  purpose  of  the  estate  tax  imposed  upon  non- 
resident aliens.  The  Internal  Revenue  Code  itself  provides 
that  stock  issued  by  a  foreign  corporation  is  deemed  to  be 
property  situated  without  the  United  States  for  these 
purposes.  The  Estate  and  Gift  Tax  Regulations  provide  that 
shares  of  stock  issued  by  a  domestic  corporation  are  treated 
as  property  within  the  United  States. 

The  rate  of  tax  imposed  upon  the  taxable  estates  of  non- 
domiciled  decedents  is  substantially  lower  than  that  imposed 
upon  domiciled  or  citizen  decedents.  The  initial  rate  is 
6%,  and  the  highest  30%,  compared  to  a  range  of  18%  to  70% 
applicable  to  the  estates  of  domiciled  and  citizen 
decedents.  Aliens  not  domiciled  in  the  United  States  are 
entitled,  however,  to  a  lower  amount  as  a  credit  against 
estate  tax;  they  may  claim  a  credit  of  only  $3,600,  which  is 
the  equivalent  of  exempting  $60,000  of  property  from  tax. 

Aliens  not  domiciled  in  the  United  States  are  subject  to 
U.S.  gift  taxes  only  on  tang  ible  property  situated  within 
the  United  States.  Real  estate  is  considered  tangible 
property.  Gifts  of  tangible  property  situated  in  the  United 
States  by  nondomiciled  aliens  are  taxed  according  to  the 
same  rules  and  rates  as  are  gifts  of  all  property  by  U.S. 
citizens  and  domiciled  aliens;  prior  gifts  of  tangible  U.S. 
property  are  reflected  in  the  computation  of  U.S.  estate  tax 
on  U.S.  property  of  a  deceased  alien  not  domiciled  in  the 
United  States. 

In  summary,  aliens  not  domiciled  in  the  United  States 
can  avoid  federal  estate  taxes  by  holding  U.S.  real  estate 
through  a  foreign  corporation  and  federal  gift  taxes  through 
a  foreign  or  a  domestic  corporation.*  For  this  reason, 
estate  and  gift  taxes  do  not  appear  significantly  to  impede 
foreign  investment  in  U.S.  real  estate,  but  they  do  affect 
the  legal  form  in  which  that  investment  occurs. 


The  United  States  presently  has  in  force  estate  or 
estate  and  gift  tax  conventions  with  13  countries.   One 
such  convention  (Netherlands)  and  two  conventions 
signed,  but  not  yet  in  force  (the  United  Kingdom  and 
France),  provide  that  shares  in  a  U.S.  corporation  can 
be  excluded  from  the  taxable  U.S.  estate  of  an  alien 
domiciled  in  the  treaty  country. 
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Chapter  4  -  Tax  Treaties 


Chapter  3  describes  the  manner  in  which  foreign  persons 
investing  in  United  States  real  estate  minimize  the  taxation 
of  income  derived  from  their  United  States  real  estate 
investment.  The  methods  of  achieving  tax  minimization 
described  in  Chapter  3  are  the  products  of  provisions  of 
U.S.  statutory  law;  they  are  not  primarily  the  product  of 
double  taxation  conventions  (treaties)  in  force  between  the 
U.S.  and  other  countries. 

Double  taxation  conventions  do,  however,  play  a  role  in 
the  manner  in  which  the  income  derived  by  foreign  persons 
from  U.S.  real  estate  investments  is  taxed.  In  particular, 
U.S.  conventions  with  certain  ."tax  haven"  jurisdictions 
appear  to  be  exploited  by  some  foreign  persons  resident 
outside  these  jurisdictions,  who  can  gain  certain  advantages 
by  "structuring"  their  U.S.  real  estate  investments 
"through"  the  tax  haven  jurisdiction.  Although  the  tax 
savings  achieved  by  these  devices  are,  in  the  case  of  real 
estate,  small  in  comparison  to  the  tax  savings  which  result 
from  the  operation  of  U.S.  statutory  law,  the  opportunities 
for  achieving  them  may  nonetheless  affect  the  design  of 
foreign  investments  in  the  United  States. 

The  operation  and  impact  of  the  conventions  may  be  very 
difficult  for  non-experts  to  understand  when  studying 
arrangements  whereby  foreign  persons  invest  in  U.S.  real 
estate.  Limited  improvements  in  the  manner  in  which  income 
from  foreign  investment  in  U.S.  real  estate  is  taxed  might 
be  made  by  modifications  of  existing  U.S.  double  taxation 
arrangements,  even  though  a  major  change  in  the  general 
pattern  of  taxing  this  income  cannot  be  achieved  through  the 
treaty  process.  For  these  two  reasons,  this  chapter  is 
devoted  to  analyzing  the  use  of  tax  conventions  by  foreign 
persons  investing  in  U.S.  real  estate. 

I.   Tax  Conventions  Generally 

The  United  States  is  a  party  to  26  conventions  in  force 
for  the  elimination  of  double  taxation  and  the  prevention  of 
fiscal  evasion  with  respect  to  taxes  on  income  or  on  income 
and  capital.  These  conventions  are  applicable  to  38  inde- 
pendent nations,  and  eight  territories  of  other  nations. 
These  conventions  are  always  bilateral. 

The  general  purpose  of  income  tax  conventions  is  to 
avoid  double  taxation  of  income  where  persons  resident  in 
(or  corporations  organized  in)  one  country  derive  income  in 
a  second  country.  The  principal  means  by  which  this  is 
achieved  is  through  reciprocal  concessions  of  taxing  juris- 
diction by  the  two  states  signatory  to  the  convention. 
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These  concessions  regulate  which  state — the  state  of  resi- 
dence or  the  source  state — has  the  primary  right  to  tax  with 
respect  to  particular  classes  of  income.  For  instance,  a 
double  taxation  convention  may  provide  that  the  state  where 
real  property  is  located  has  the  primary  right  to  tax  the 
income  derived  from  the  property,  or  that  royalty  income 
from  one  state  shall  be  exempt  from  tax  in  that  state.  The 
former  example  is  an  instance  where  the  primary  right  to  tax 
is  allocated  to  the  source  state,  the  latter  where  the  right 
to  tax  is  allocated  to  the  state  of  residence.  As  these 
examples  indicate,  the  reciprocal  concessions  embodied  in  a 
double  taxation  convention  are  ordinarily  defined  according 
to  types  of  income. 

Double  taxation  conventions  therefore  avoid  double  taxa- 
tion only  by  means  of  provisions  under  which  the  signatory 
states  relinquish  taxing  rights.  Conventions  do  not  in 
themselves  purport  to  impose  taxes  in  the  contracting 
states.  The  provisions  of  double  taxation  conventions  are 
self-executing  under  U.S.  law;  that  is,  they  operate  to 
limit  provisions  of  domestic  law  inconsistent  with  the  con- 
vention without  implementing  legislation  expressly  over- 
riding domestic  law.  International  treaties  or  conventions 
which  purported  to  impose  any  tax  not  otherwise  imposed 
under  domestic  law  would  not  be  self-executing  under  U.S. 
constitutional  law;  that  is,  the  tax  involved  could  not  be 
imposed  without  implementing  legislation  adopted  by  both 
houses  of  Congress  according  to  constitutionally  prescribed 
procedures  for  the  adoption  of  revenue  laws.  For  these 
reasons,  deficiencies  in  U.S.  statutory  law  which  permit  any 
class  of  income  to  escape  taxation  cannot  be  corrected  by 
treaty.  Thus,  if  it  is  perceived  that  the  present  pattern 
of  taxation  contains  unwarranted  gaps  in  the  taxation  of 
income  derived  from  foreign  investment  in  U.S.  real  estate, 
those  gaps  must  be  filled  by  statute.  They  cannot  be  filled 
by  bilateral  treaties. 


In  accordance  with  the  method  of  double  taxation  conven- 
tions generally,  U.S.  conventions  involve  two  sets  of 
concessions  by  the  U.S.  With  respect  to  some  categories  of 
income,  the  U.S.  agrees  to  accord  the  primary  right  to  tax 
to  the  source  state.  U.S.  conventions  achieve  this  by 
requiring  the  United  States  to  allow  a  credit  for  taxes  paid 
to  the  other  country  in  an  amount  not  to  exceed  the  U.S.  tax 
which  would  otherwise  be  imposed  upon  the  income  in  ques- 
tion. Second,  the  United  States  agrees  to  reduce  or 
eliminate  its  tax  upon  persons  resident  in  (or  corporations 
organized  in)  the  treaty  partner  on  their 
investment  or  business  in  the  United  States, 
latter  provisions  which  are  relevant  to  the 
foreign  investment  in  U.S.  real  estate. 


income  from 
It  is  these 
taxation  of 
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The  object  of  convention  provisions  reducing  or  pro- 
hibiting U.S.  taxation  of  described  categories  of  U.S. 
income  is  to  reduce  U.S.  tax  on  income  in  circumstances 
where  the  income  is  subject  to  taxation  by  the  state  of  the 
recipient's  residence  (or  citizenship).  Two  provisions  of 
the  United  States  model  income  tax  convention  illustrate 
this  point.*  Paragraph  6  of  Article  4,  governing  the 
determination  of  residence  under  income  tax  conventions, 
provides  that  if  the  treaty  partner  taxes  its  residents  only 
when  income  is  remitted  (rather  than  when  it  is  earned),  the 
relief  from  U.S.  taxes  mandated  under  the  conventions  is 
required  only  to  the  extent  that  the  income  involved  is 
actually  remitted.  In  a  similar  vein,  Article  16  (Invest- 
ment and  Holding  Companies)  of  the  model  treaty  provides 
that  any  reductions  mandated  by  the  conventions  in  with- 
holding taxes  on  dividends,  interest,  and  royalties  will  not 
apply  to  holding  companies  owned  by  third  country  residents 
if  the  tax  imposed  on  such  income  by  the  treaty  partner 
generates  substantially  less  tax  than  would  be  imposed  on 
other  business  profits  in  that  country. 

Most  U.S.  double  taxation  conventions  in  force  do  not 
contain  these  or  parallel  provisions,  primarily  because  they 
were  negotiated  before  the  positions  embodied  in  the  U.S. 
model  had  been  fully  developed.  The  model  was  issued  in 
1977.  Most  U.S.  treaties  were  signed  and  ratified  before 
that;  the  largest  number  were  signed  and  ratified  in  the 
late  1940's  and  early  IQSO's. 

Various  provisions  of  double  taxation  conventions  may  be 
of  concern  to  foreign  investors  in  U.S.  real  estate.  Table 
3-2  above  described  the  withholding  rates  applicable  under 
the  various  treaties  to  interest,  dividends,  rents  and 
royalties.  Real  estate  investors  may  make  the  election 
under  the  statute  to  be  taxed  on  a  net  basis  on  their  rental 
income,  however,  and  this  tends  to  limit  the  application  of 
withholding  rates  with  respect  to  rental  income. 


The  U.S.  model  income  tax  treaty  reflects  the  preferred 
position  of  the  United  States  in  tax  treaty  negotia- 
tions.  If  a  foreign  country  does  not  have  a  copy  of  the 
model  treaty,  the  U.S.  Treasury  provides  an  advance  copy 
to  facilitate  treaty  negotiations.   Thus,  the  model 
treaty  is,  in  essence,  the  starting  offer  of  the  U.S. 
Treasury  in  tax  treaty  negotiations. 
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Table  4-1  below  summarizes  provisions  of  U.S.  conven- 
tions in  force  or  signed  with  respect  to  matters  which  are 
of  particular  relevance  to  real  estate  investors.  The  Table 
shows  the  following: 

Most  tax  conventions  signed  before  1970  allow 
residents  of  the  other  contracting  state  to  elect 
on  an  annual  basis  to  have  real  property  income 
offset  by  deductions  when  the  foreign  resident  has 
no  "permanent  establishment"*  in  the  United  States. 
These  provisions  give  these  residents  rights  sub- 
stantially broader  than  those  enjoyed  by  residents 
of  other  countries,  who  to  receive  "net  basis" 
treatment  must  make  an  election  revocable  only  with 
I.R.S.  consent.  Most  conventions  signed  since  1970 
do  not  provide  for  an  annual  election. 

Most  conventions  waive  the  U.S.  withholding  taxes 
on  interest  and  dividends  paid  by  foreign  corpora- 
tions earning  a  majority  of  their  income  from  a 
United  States  business.  (As  explained  more  fully 
below,  this  waiver  of  the  "second  withholding" 
taxes  is  of  greatest  significance  to  a  company 
holding  U.S.  assets,  incorporated  in  the  treaty 
country,  but  owned  by  third  country  residents). 
However,  most  conventions  signed  since  1970  do  not 
waive  the  second  withholding  tax  on  interest  pay- 
ments which  the  foreign  investor  has  deducted  in 
calculating  his  U.S.  taxable  income.  Under  present 
treaty  policy,  the  United  States  will  agree  to 
waive  its  second  withholding  taxes  on  dividends  and 
interest  only  if  the  treaty  partner  imposes  com- 
parable withholding  taxes. 

In  many  cases,  the  United  States  has  agreed  gener- 
ally to  exempt  residents  of  the  treaty  partner  from 
taxation  on  capital  gain  from  the  sale  of  U.S. 
property.  In  all  but  two  cases,  however,  the 
exemption  does  not  apply  to  real  estate  (i.e.,  the 
treaty  does  not  preclude  taxation  of  capital  gain 
on  the  sale  of  U.S.  real  estate)  .  The  two  excep- 
tions to  this  rule,  Canada  and  the  United  Kingdom, 


A  "permanent  establishment"  is  a  treaty  concept  and  is 
defined  in  general  to  mean  a  fixed  place  of  business 
through  which  the  business  of  an  enterprise  is  wholly  or 
partly  carried  on.   In  general,  having  a  "permanent 
establishment"  implies  as  high  or  higher  a  "permanent 
establishment"  implies  as  high  or  higher  level  of 
economic  involvement  as  the  statutory  concept  of  having 
a  trade  or  business.   In  the  particular  case  of  real 
estate,  the  two  notions  are  largely  synonymous. 
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TABLE  4-1 

Selected  Provisions  of  U.S.  Income  Tax  Treaties 
Affecting  Foreign  Ownership  of  U.S.  Real  Property 

Footnotes 


1/   1958  extension  of  U.K.  treaty  as  in  effect  at  that 
timeT 

2/      Payments  are  exempt  from  U.S.  tax  only  if  paid  to 
residents  of  the  other  country. 

V  1959  extension  of  Belgian  treaty  as  in  effect  at 
that  time. 

4^/   Signed  but  not  yet  in  force. 

V  The  1978  protocol  is  signed  but  not  yet  in  force. 

5/   Country  of  situs  of  real  property  may  tax  gain  on 
sale~of  shares  or  similar  interests  in  real  property 
cooperative  or  corporation  whose  assets  consist  principally 
of  that  property. 

!_/      A  U.S.  resident  is  taxable  by  Israel  on  gain  from 
the  alienation  of  shares  in  a  real  estate  holding  company. 
A  protocol  which  is  not  yet  signed  will  make  this  provision 
reciprocal . 

8/   Source  right  to  tax  applies  only  if  asset  is  held 
less~than  6  months. 

9/   1955  extension  of  Netherlands  treaty  as  then  in 
effect,  as  amended  by  a  1965  protocol. 

10/  Though  the  U.S.  does  not  preserve  the  precise  form 
and  scope  of  the  second  interest  tax,  it  does  retain  the 
right  to  tax  interest  paid  by  a  resident  of  the  other  State 
if  the  payor  has  a  P.E.  in  the  U.S.  in  connection  with  which 
the  indebtedness  was  incurred,  and  which  bears  the  interest. 
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tax  their  residents'  capital  gain  from  the  sale  of 
U.S.  real  estate  at  rates  comparable  to  those 
applicable  to  U.S.  citizens  or  corporations.** 


II.  Conduit  Countries 


A. 


Netherlands  Antilles 


Although  most  recent  conventions  contain  provisions 
designed  to  limit  benefits  under  the  convention  to  indi- 
viduals and  corporations  taxable  in  the  treaty  country,  some 
of  the  older  conventions  do  not  contain  adequate  protection 
against  this  result.  These  conventions  may  be  used  by 
third-country  residents  using  a  holding  company  incorporated 
in  the  treaty  country  (or  territory)  .  In  addition  to  the 
legal  tax  advantages  derived  from  the  careful  use  of  a 
holding  company,  the  third  country  resident  may  wish  to 
conceal  his  investment  from  tax,  foreign  exchange,  or  other 
authorities  in  his  home  country  or  in  the  United  States. 
Third-country  residents  may  be  able  to  achieve  this  objec- 
tive by  "structuring"  investments  "through"  some  of  the 
countries  with  which  the  U.S.  has  double  taxation  conven- 
tions in  force. 

The  most  important  of  the  "conduit"  countries  is  the 
Netherlands  Antilles.  The  United  States  signed  a  double 
taxation  convention  with  the  Netherlands  in  1948.  In  1955, 
the  U.S.  and  the  Netherlands  executed  a  protocol  to  this 
convention  making  the  provisions  of  the  convention  applic- 
able to  the  Netherlands  Antilles.  In  1963,  the  U.S.  and  the 
Netherlands  executed  a  protocol  to  the  convention  which 
modified  the  application  to  the  Antilles  of  the  dividend, 
interest,  and  royalty  withholding  articles.  In  1966,  the 
U.S.  and  the  Netherlands  executed  a  protocol  to  the  con- 
vention which  modified  the  application  of  the  provisions  of 
the  convention.  The  1963  protocol  does  not  apply  to  the 
Netherlands,  and  the  1966  protocol  does  not  apply  to  the 
Netherlands  Antilles. 

The  Netherlands  Antilles  has  no  estate,  gift  or  inherit- 
ance tax,  no  tax  on  capital  gains,  and  no  withholding  taxes 
on  dividends,  interest  or  other  payments  to  non-residents. 
In  calculating  income  subject  to  the  Netherlands  Antilles 
corporation  tax,  a  holding  company  can  deduct  operating  ex- 
penses, property  taxes,  mortgage  interest  and  depreciation. 
The  Antilles  does  not  permit  deductions  for  accelerated 
depreciation  as  generous  as  those  permitted  by  U.S.  law, 


The  new  U.K. -U.S.  treaty  which  has  been  signed,  but  is 
not  yet  in  force,  contains  no  exemption  from  source- 
country  tax  on  capital  gains. 
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however,  so  that  a  company  may  in  certain  circumstances  be 
unable  to  show  a  tax  loss  for  Antilles  profits  tax  purposes 
even  when  it  shows  such  a  loss  for  U.S.  income  tax  purposes. 
But  even  where  this  occurs,  the  income  shown  in  the  Antilles 
will  usually  be  taxed  only  at  2-3  percent  rates  in  the 
Antilles.  Under  Antilles  law  active  business  income  earned 
by  an  Antilles  corporation  outside  the  Antilles,  and  rental 
investment  income  earned  by  certain  holding  companies 
outside  the  Antilles  are  taxed  at  one-tenth  the  otherwise 
applicable  tax  rates.  A  final  advantage  of  an  Antilles 
holding  company  is  that  the  Netherlands  Antilles  allows  cor- 
porations to  issue  bearer  shares,  which  assures  the  confi- 
dentiality of  ownership. 

The  U.S. -Netherlands  Antilles  treaty  modifies  U.S.  or 
Netherlands  Antilles  law  in  three  ways  of  significance  to 
real  estate  investors: 

1.  First,  and  most  critically,  dividends  and  interest  paid 
by  a  Netherlands  Antilles  company  are  exempt  from  the 
U.S .  "second  withholding"  taxes.  The  United  States 
applies  a  withholding  tax  not  only  to  dividends  and 
interest  paid  by  a  U.S.  corporation  (unless  more  than  80 
percent  of  the  corporation's  gross  income  is  foreign 
source) ,  but  also  to  a  portion  of  dividends  and  interest 
paid  by  a  foreign  corporation  if  50  percent  or  more  of 
the  foreign  corporation's  gross  income  (e.g.,  rent)  is 
effectively  connected  with  a  U.S.  trade  or  business.* 
The  purpose  of  this  "second  withholding"  tax  is  to  limit 
the  disparity  in  U.S.  tax  treatment  of  a  U.S.  and  a 
foreign  corporation  with  a  trade  or  business  in  the 
United  States. 

As  a  consequence  of  a  treaty  waiver  of  the  "second  with- 
holding" taxes,  interest  on  a  mortgage  financing  a  U.S. 
real  estate  investment  can  be  paid  tax  free  by  a  holding 
company.  Suppose,  for  example,  that  a  foreigner  had  $1 
million  which  he  wished  to  invest  in  U.S.  real  estate. 
Rather  than  investing  directly,  he  may  establish  a 
Netherlands  Antilles  holding  company  to  which  he 
advances  $250,000  as  equity.  The  holding  company  may 
then  buy  the  U.S.  real  estate,  advancing  the  $250,000 
equity  contribution  as  a  down  payment  and  arranging  for 
a  $750,000  mortgage  held  directly  or  through  a  financial 


The  fraction  of  a  dividend  or  interest  payment  by  a 
foreign  corporation  to  which  the  U.S.  withholding  tax 
applies  is  the  ratio  of  gross  income  effectively 
connected  with  a  U.S.  trade  or  business  to  worldwide 
gross  income  of  the  corporation. 
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intermediary  by  the  company's  own  shareholder.  Assuming 
the  Netherlands  Antilles  company  is  not  too  thinly 
capitalized,  the  mortgage  interest  payments  will  be 
deductible  in  computing  the  holding  company's  taxable 
income  in  the  United  States.  Even  though  the  interest 
is  payable  to  a  foreign  mortgage  holder,  the  Netherlands 
Antilles  convention  exempts  that  interest  from  the  U.S. 
"second  withholding"  tax.  As  noted  above,  the  Nether- 
lands Antilles  itself  imposes  no  withholding  tax.  That 
portion  of  the  foreigner's  total  return  on  his  $1 
million  U.S.  real  estate  investment  which  the  mortgage 
interest  represents  thereby  escapes  U.S.  income  tax. 

Under  the  Netherlands  Antilles  convention,  the  election 
to  be  taxed  on  net,  rather  than  gross,  income  from  real 
estate  which  is  not  attributable  to  a  trade  or  business 
conducted  through  a  "permanent  establishment"  can  be 
made  (and  thus  revoked)  annually.  A  Netherlands 
Antilles  company  which  does  not  have  a  permanent  estab- 
lishment can  therefore  deduct  substantial  expenses 
(e.g.,  operating  costs,  property  taxes,  insurance 
premiums,  mortgage  interest  and,  where  applicable, 
depreciation)  while  the  property  produces  rental  income, 
and  then,  by  not  making  the  election  in  the  year  the 
property  is  sold,  pay  no  tax  on  the  capital  gain. 
(Under  U.S.  statutes,  this  election  cannot  be  revoked 
without  the  special  permission  of  the  Internal  Revenue 
Service) . 

The  convention  also  provides  that  income  from  real 
estate  and  interest  on  real  estate  mortgages  are  taxable 
only  in  the  country  where  the  real  estate  is  located 
(the  United  States  in  this  instance).  The  Netherlands 
Antilles  interprets  this  article  to  exempt  the  U.S.  real 
estate  income  of  a  Netherlands  Antilles  company  from 
Netherlands  Antilles  income  tax  (which,  in  any  event, 
would  have  been  minimal  because  of  the  allowance  of 
deductions  and  the  preferential  rates  of  taxation  for 
foreign  business  income  and  holding  companies'  foreign 
rental  income) .* 


This  interpretation  of  the  convention  is  not  inevitable 
In  the  reciprocal  case  -  of  a  U.S.  corporation  deriving 
income  from  Antilles  real  estate  -  the  U.S.  does  not 
interpret  the  convention  as  precluding  the  right  of  the 
U.S.  to  tax  the  income,  by  virtue  of  a  provision  of  the 
convention  reserving  each  state's  right  to  tax  its  own 
nationals  as  though  the  convention  had  not  come  into 
effect . 
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British  Virgin  Islands 

The  income  tax  convention  between  the  U.S.  and  the 
British  Virgin  Islands  is  an  extension  of  a  1945  convention 
between  the  U.S.  and  the  United  Kingdom.  A  1959  protocol 
extended  the  1945  convention  and  its  subsequent  protocols  to 
20  jurisdictions  which  at  the  time  were  United  Kingdom 
dependencies.  In  1966,  the  U.S.  and  U.K.  executed  a  proto- 
col to  the  1945  convention.  This  protocol  does  not  apply  to 
the  British  Virgin  Islands  or  the  other  territories  to  which 
the  1945  convention  was  extended.  In  1975,  the  U.S.  and 
U.K.  signed  a  convention  which  when  it  takes  effect  would 
replace  the  1945  convention.  Three  protocols  to  the  new 
1975  convention  have  been  signed,  but  neither  the  convention 
nor  the  protocols  have  been  ratified.  The  new  convention 
would  not  apply  to  the  territories  to  which  the  1945  con- 
vention was  extended. 


A  foreign  investor  can  reach  the  same  favorable  results 
by  establishing  a  holding  company  in  the  British  Virgin 
Islands  as  it  can  via  the  Netherlands  Antilles.  Like  the 
Netherlands  Antilles  treaty,  the  British  Virgin  Islands 
treaty  exempts  a  holding  company  from  the  U.S.  "second 
withholding"  tax  on  dividends  and  interest  and  allows  the 
company  to  elect  on  an  annual  basis  to  be  taxed  in  the  U.S. 
as  if  it  were  engaged  in  a  U.S.  trade  or  business.  The 
British  Virgin  Islands  does  impose  a  corporate  income  tax  of 
15  percent;  deduction  for  operating  expenses,  interest, 
property  taxes,  and  depreciation  are  allowed;  and  a  taxpayer 
may  claim  a  credit  for  income  tax  paid  to  a  foreign  govern- 
ment. More  importantly,  income  is  taxed  only  if  it  is 
remitted  to  the  British  Virgin  Islands.  This  means  that  if 
income  is  never  deposited  in  or  otherwise  paid  over  to  the 
British  Virgin  Islands,  it  is  not  taxable  in  the  British 
Virgin  Islands.  The  "remittance"  basis  of  the  BVI  tax  law 
plays  the  same  role  in  the  use  of  the  BVI  for  these  purposes 
as  is  played  by  statutory  favored  treatment  in  the  Nether- 
lands Antilles.  Like  the  Netherlands  Antilles,  the  British 
Virgin  Islands  has  no  estate,  gift,  inheritance,  capital 
gains  tax,  nor  withholding  taxes  on  dividends  and  interest 
paid  to  non-residents.  Although  bearer  shares  are  not 
allowed,  a  foreign  investor  may  conceal  his  ownership  by 
having  a  nominee  register  as  the  shareholder  in  the  BVI. 
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Chapter  5  -  Analysis  and  Conclusions 

I.   Summary  of  Relevant  Tax  Provisions 

Income  effectively  connected  with  a  U.S.  trade  or 
business  earned  by  a  nonresident  alien  or  a  foreign 
corporation  is  taxed  under  generally  the  same  rules  as  those 
applicable  to  a  U.S.  citizen  or  corporation,  respectively. 
Much  foreign  investment  in  U.S.  real  estate  constitutes  a 
U.S.  trade  or  business;  that  which  does  not  may,  at  the 
election  of  the  foreign  investor,  be  taxed  as  if  it  were. 
Allowable  deductions  often  equal  or  exceed  rental  income; 
losses,  rather  than  positive  income,  are  reported  for  tax 
purposes . 

If  a  foreign  taxpayer  engaged  in  a  U.S.  trade  or 
business  by  reason  of  a  real  estate  investment  sold  such 
U.S.  real  estate,  the  gain  would  ordinarily  be  effectively 
connected  with  the  trade  or  business  and  taxable  in  the 
United  States.  Present  law,  however,  offers  a  careful 
foreign  investor  several  ways  of  reclassifying  the  gain  as 
not  effectively  connected  with  a  U.S.  trade  or  business,  and 
as  a  consequence,  ordinarily  exempt  from  U.S.  tax.  The  ways 
of  avoiding  U.S.  capital  gains  tax  identified  in  this  Report 
were : 

1.  An  installment  sale. 

2.  An  exchange  for  foreign  property  of  a  like  kind. 

3.  Sale  of  the  property  by  a  holding  company,  coupled 
with  a  complete  liquidation  of  the  company  within 
one  year. 

4.  Sale  of  the  shares  of  a  holding  company  (the  new 
owner  can  liquidate  the  company  with  minor  tax 
consequences  and  gain  a  stepped-up  basis  in  the 
property) . 

5.  Under  a  tax  treaty,  revoking  an  election  to  be 
taxed  on  a  net,  rather  than  a  gross,  basis. 

Although  any  one  of  these  methods  of  avoiding  capital  gains 
tax  may  not  work  or  not  work  well  in  some  cases,  the  methods 
are  numerous  and  varied  enough  that  one  or  more  would 
usually  be  available.  Although  the  role  of  tax  treaties, 
especially  the  U .S .-Netherlands  Antilles  treaty,  has  been 
highlighted  in  public  discussion,  the  opportunities  for 
avoiding  capital  gains  tax  derive  largely  from  U.S. 
statutes,  rather  than  U.S.  treaties. 
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II.  Legislative  Proposals 

A  proposal  by  Senator  Wallop  to  tax  the  capital  gain  on 
the  sale  of  agricultural  land  was  included  in  the  Senate 
version  of  the  Revenue  Act  of  1978.  Apart  from  tax  equity 
between  domestic  and  foreign  taxpayers,  the  primary  concern 
expressed  in  the  Senate  debate  was  that  exemption  from 
capital  gain  taxation  encouraged  foreign  investors  to  bid  up 
the  price  of  U.S.  farmland.  Because  neither  the  House  of 
Representatives  nor  the  Treasury  had  had  an  opportunity  to 
consider  the  proposal  carefully,  the  House-Senate  conference 
committee  decided  to  delete  the  proposal,  but  to  ask  the 
Treasury  to  prepare  this  Report. 

In  January  1979,  Senator  Wallop  introduced  S.  208,  a 
bill  substantially  similar  to  the  bill  the  Senate  passed  in 
1978.  Essentially  the  same  bill,  H.R.  3106,  was  introduced 
in  the  House  of  Representatives  by  Congressman  Grassley; 
both  bills  have  broad,  bipartisan  support.  Under  each  bill, 
capital  gain  on  the  sale  of: 

-  land  used  in  farming,  suitable  for  use  in  farming, 
or  in  a  rural  area;  and 

-  shares  in  a  corporation  or  an  interest  in  a 
partnership,  trust  or  estate,  to  the  extent  gain 
was  in  excess  of  $3,000  and  attributable  to  the 
unrealized  appreciation  in  such  land  (or  similar 
gain  which  a  corporation  had  realized,  but  elected 
not  to  recognize,  under  section  337) 

would  be  considered  effectively  connected  with  a  U.S.  trade 
or  business  and,  therefore,  subject  to  U.S.  capital  gains 
tax.  The  purchaser  of  affected  agricultural  land,  corporate 
shares  or  partnership  interests  would  be  required  to  with- 
hold tax  equal  to  30  percent  of  a  foreign  investor's  taxable 
gain.  (The  taxpayer  could  file  for  refund  of  an  overpay- 
ment.) H.R.  3106  would  override  tax  treaties  five  years 
after  its  date  of  enactment,  S.  208  would  not. 

If  capital  gains  on  the  sale  of  land  were  always  con- 
sidered effectively  connected  with  a  U.S.  trade  or  business, 
a  foreign  owner  could  not  avoid  tax  by  making  an  installment 
sale  and  deferring  recognition  of  the  gain  or  by  failing  to 
make  an  annual  election  to  be  taxed  net  of  deductions. 
Thus,  two  of  the  tax  avoidance  methods  noted  above  would  not 
work.  If  capital  gains  on  the  sale  of  corporate  shares  (to 
the  extent  such  gains  were  attributable  to  unrealized  gain 
on  agricultural  land)  were  also  considered  effectively 
connected,  two  other  methods  described  above  for  avoiding 
capital  gains  tax  would  presumably  not  work  either:  the 
gain  upon  liquidation  of  a  holding  company,  or  the  sale  of 
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such  a  company's  shares.  Although  S.  208  would  not  affect 
exchanges  for  foreign  property  of  like  kind,  such  exchanges 
could  be  easily  covered  by  an  appropriate  amendment. 

III.   Impact  of  Capital  Gains  Taxation  on  a  Hypothetical 
Investment 

The  burden  of  the  U.S.  capital  gains  tax  depends  on  how 
rapidly  property  appreciates  in  value,  how  long  the  property 
is  held,  and  other  features  of  specific  cases.  No  hypothe- 
tical example  can  convey  the  diversity  of  circumstances  to 
be  found  in  actual  cases.  Carefully  constructed  examples 
can,  however,  put  proposals  for  change  into  a  clearer 
economic  perspective.  The  particular  example  summarized  in 
this  section  and  described  more  fully  in  Appendix  C  proceeds 
on  the  hypothesis  that  an  investor  purchases  unimproved 
agricultural  land  for  $1  million,  $800,000  of  which  is 
obtained  from  a  conventional,  40-year  mortgage  carrying 
interest  of  10  percent  per  annum.  For  ten  years,  the  in- 
vestor receives  $50,000  in  annual  rent  and  pays  out  $10,000 
each  year  in  property  taxes  and  other  actual  expenses.  With 
mortgage  payments  of  approximately  $82,000  per  year,  the 
investment  has  a  pre-tax  cash  outflow  deficit  of  $42,000  per 
year.  After  ten  years,  the  investor  sells  the  property  for 
$2.9  million  (this  amount  is  derived  from  the  average  rate 
of  appreciation  for  all  U.S.  farmland  from  1968  to  1978). 

The  cash-flow  profile  of  such  an  investment  for  a 
domestic  and  a  foreign  investor  are  depicted  in  Figure  I. 
Each  investor  would  have  to  put  up  $200,000  initially  and 
$42,000  in  each  subsequent  year.  Figure  I  depicts  the 
accumulated  amounts  invested;  funds  which  are  spent  or 
received  after  a  period  of  years  are  measured  by  their 
present  (or  discounted)  value  to  adjust  for  the  time  value 
of  money.*  Present  values  allow  meaningful  comparisons 
between  payments  and  receipts  occurring  in  different  years. 


For  example,  the  present  value  of  the  $10,000  in 
property  taxes  and  other  expenses  payable  at  the  end  of 
the  first  year  is  $9,091  (assuming  a  10  percent  discount 
rate).   That  is  to  say,  if  the  investor  put  $9,091  in  a 
bond  maturing  in  one  year  and  paying  interest  of  10 
percent,  he  could  pay  the  $10,000  tax  with  the  proceeds 
when  the  $9,091  bond  matured. 


Figure  1:  Present  Value  of  Accumulated  Cash  Flow  from 
a  Hypothetical  Investment  in  U.S.  Farmland  to 
a  Foreign  vs.  Domestic  Investor 
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Because  this  hypothetical  investment  requires  additional 
cash  inputs  in  every  year,  the  accumulated  cash  flow 
depicted  in  Figure  I  declines  steadily  over  the  ten-year 
life  of  the  investment.  Note  that  the  accumulated  present 
value  of  cash  payout  by  the  domestic  investor  is  less  than 
that  by  the  foreign  investor.  This  difference  reflects  an 
assumption  that  a  domestic  investor  can  use  the  tax  losses 
generated  by  this  investment  to  shelter  other  income  from 
U.S.  taxation,*  but  that  the  foreign  investor  has  no  other 
U.S.  income  which  can  be  similarly  sheltered.  That  is  to 
say,  real  estate  investment  is  assumed  here  to  provide  a  tax 
shelter  for  a  domestic  investor,  but  to  have  no  such  shelter 
value  for  a  foreign  investor.  Needless  to  say,  there  may  be 
cases  in  which  a  foreign  investor  can  take  advantage  of  such 
shelter  value. 


When  the  real  estate  is  sold  and  the  mortgage  principal 
paid  off,  each  investor  is  left  with  net  proceeds  of  $2.1 
million,  a  substantial  return  on  his  cash  outlays  over  the 
prior  ten  years.   Our  hypothetical  example  assumes  that  the 


foreign  investor  can 
The  domestic  investor 
on  40  percent  of  his 
his  $2.9  mill  ion  in 
property,  $1  million) 


avoid  paying  U.S.  capital  gains  tax. 
must,  however,  pay  ordinary  income  tax 
capital  gain  (which,  in  turn,  equals 
gross  proceeds  less  his  basis  in  the 
The  tax,  which  amounts  to  $343,000, 
exceeds  the  tax  savings  from  his  prior  real  estate  losses, 
even  when  both  amounts  are  converted  to  their  present 
values.  Thus,  the  real  estate  investment  generates  a  higher 
return  to  the  foreign  investor  than  to  the  domestic 
investor . 


The  foreign  investor  in  this  example  does  somewhat 
better  than  the  domestic  investor  because,  under  the 
assumptions  which  underlie  the  example,  the  d_e  facto 
exemption  from  capital  gains  tax  is  worth  more  than  the 
ability  to  shelter  income  other  than  real  estate  income  from 
taxation.  The  net  advantage  of  the  foreign  investor  would 
be  larger  if  he  could  use  the  real  estate  losses  to  shelter 
other  income  from  taxation  and  avoid  paying  capital  gains 
taxation.  In  fact,  a  foreign  investor  may  have  the  best  of 
both  worlds  in  at  least  three  different  ways: 


Because  real  estate  investment  often  attracts  wealthy 
investors,  the  domestic  investor  is  assumed  to  be  in  a 
60  percent  marginal  tax  bracket. 
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The  losses 
income. 


may  offset  other  effectively  connected 


If  the  real  estate  is  held  by  a  foreign-controlled 
U.S.  corporation,  the  real  estate  losses  can  offset 
other  U.S.  income  whether  or  not  such  income  would 
be  considered  effectively  connected  if  earned  by  a 
foreign  corporation.  Table  2-4  indicated  that  U.S. 
companies,  not  foreign  companies,  were  in  1974  the 
primary  corporate  form  for  foreign  investment  in 
U.S.  real  estate. 

-  A  partnership  agreement  between  a  domestic  and 
foreign  investor  might  be  structured  to  allocate 
all  the  losses  to  the  former  and  only  capital  gain 
to  the  latter.  In  an  example  given  in  Appendix  C, 
the  hypothetical  investment  is  undertaken  by  a 
domestic-foreign  partnership  obtains  a  higher  rate 
of  return  than  that  obtained  by  either  partner 
investing  separately.  A  partnership  agreement  may 
allow  a  foreign  investor  to  derive  indirectly  some 
benefit  from  real  estate  losses  allocated  to  a 
domestic  partner. 

Thus,  the  assumption  that  the  foreign  investor  derives  no 
benefit  from  real  estate  losses  is  probably  too  strong,  and 
the  net  tax  advantage  of  a  foreign  investor  compared  to  a 
domestic  investor  is  larger  than  that  calculated  above  and 
depicted  in  Figure  I. 

This  conclusion--that  a  foreign  investor  bears  a  lighter 
tax  burden  than  a  domestic  investor — would  be  reversed  if 
the  foreigner  were  taxable  on  his  capital  gain.  In  the 
hypothetical  example  described  in  Appendix  C  and  depicted  in 
Figure  I,  a  foreign  investor  who  can  make  only  limited  use 
of  his  real  estate  losses,  but  is  taxable  on  his  capital 
gain,  is  worse  off  than  a  domestic  investor  who  can  make 
better  use  of  the  real  estate  losses. 

The  results  reached  in  the  hypothetical  case  are,  we 
repeat,  sensitive  to  the  underlying  assumptions  about  the 
rate  of  capital  appreciation,  the  extent  to  which  the 
initial  investment  is  financed  with  borrowed  money,  the  tax 
bracket  of  the  investor,  the  rate  of  discount  and  so  forth. 
The  main  point  is  that  the  differential  treatment  of  capital 
gains  is  one  of  several  differences  in  the  way  the  United 
States  taxes  foreign  versus  domestic  taxpayers.  Some 
differences  (e.g.,  treatment  of  capital  gains,  taxation 
limited  to  effectively  connected  and  specified  other  U.S. 
income)  favor  foreign  taxpayers,  others  (e.g.,  treatment  of 
losses,  number  of  exemptions)  favor  domestic  taxpayers. 
Whether   foreign  taxpayers  are  better  or  worse  off  than 


-52- 

domestic  taxpayers  when  all  the  differences  are  considered 
together  depends  on  the  circumstances  of  a  particular 
investment  and  investor. 

IV.   Policy  Issues  in  Taxing  Capital  Gains  from  the  Sale  of 
Real  Estate 

A.   Tax  Policy  Considerations 

In  considering  U.S.  taxation  of  foreigners  on  their  U.S. 
source  capital  gains,  a  critical  issue  is  tax  equity — a 
foreign  investor  with  more  than  a  minimal  presence  in  the 
United  States  should  not  bear  a  lighter  tax  burden  than  a 
comparable  domestic  investor.  United  States  real  estate 
arguably  represents,  in  and  of  itself,  a  presence  that  is 
more  than  minimal.  This  conclusion  has,  in  fact,  wide 
international  acceptance.  Section  1  of  Article  13  (Capital 
Gains)  of  the  O.E.C.D.  model  income  tax  treaty  provides: 

Gains  derived  by  a  resident  of  a  Contracting  State  from 
the  alienation  of  immovable  property  referred  to  in 
Article  6  and  situated  in  the  other  Contracting  State 
may  be  taxed  in  the  other  State. 


Appendix  B  to  this  Report  summarizes  other  countries'  rules 
for  taxing  capital  gain  on  the  sale  of  domestic  real 
property  by  foreign  owners.  As  shown  there,  virtually  all 
countries  tax  such  gain  using  the  same  rules  as  those 
applicable  to  domestic  owners.  The  U.S.  exemption  for  gain 
on  real  property  not  effectively  connected  with  a  U.S.  trade 
or  business  is  unusual  by  international  standards. 

Countries'  tax  practices  differ  widely,  however,  in 
taxing  capital  gain  on  the  sale  of  shares  in  a  corporation 
holding  real  property.  As  noted  above,  several  of  the 
methods  for  avoiding  U.S.  capital  gains  tax  on  the  sale  of 
real  estate  involve  the  use  of  holding  companies.  As 
Appendix  B  indicates,  some  countries  attempt  to  tax  such 
gains;  others  do  not. 

The  U.S.  exemption  of  a  foreign  taxpayer's  capital  gains 
on  the  sale  of  corporate  shares  has  at  least  three 
j  ustif ications : 

-  Compl iance .  A  tax  on  capital  gains  on  the  sale  of 
corporate  shares  and  other  securities  is  difficult 
to  collect  because  transfers  of  ownership  are 
usually  not  recorded  (as  opposed  to  transfers  of 
real  estate,  which  are)  and  can  and  frequently  do 
take  place  outside  the  United  States.  Such  a  tax 
could  only  be  effectively  enforced  through  measures 
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that  would  seriously  burden  the  overall  market  in 

such  securities.   These  measures  are  not  desirable, 

nor  would  it  be  desirable  to  enact  a  tax  that 
cannot  be  effectively  enforced. 


Gross  vs.  Net  Taxation. 


Dividends,   interest  and 


other  income  on  financial  assets  are  taxed  without 
the  benefit  of  deductions  unless  such  income  is 
effectively  connected  with  a  U.S.  trade  or  business 
(in  which  case  deductions  are  allowed,  but  capital 
gains  are  subject  to  tax).  Exemption  from  capital 
gains  taxation  may  be  seen  as  an  offset,  roughly, 
for  the  prior  denial  of  deductions  from  such 
income; 

Balance  of  Payments.  The  exemption  from  capital 
gains  tax  makes  domestic  securities  easier  to  sell 
on  international  markets. 


Taxing  capital  gains  on  the  sale  of  corporate  shares  would 
not  be  justified  by  general  international  practice  and 
would,  in  fact,  run  contrary  to  U.S.  tax  treaties.  Such  a 
tax  would  not  affect  the  sale  of  shares  by  residents  of 
countries  with  a  current  treaty  exemption  (see  Table  4-1 
above)  . 

Then,  it  makes  considerable  sense  to  draw  a  line  between 
capital  gains  on  the  sale  of  assets  used  in  a  U.S.  trade  or 
business  and  capital  gains  on  the  sale  of  shares.  The  next 
issue,  however,  is  whether  the  rules  for  distinguishing 
effectively  connected  and  non-ef f ectively  connected  gains 
should  be  so  easily  manipulable.  The  abuse  highlighted  in 
is  the  conversion  of  capital  gains  on  real 

business 


this  Report 
estate  which 
election,  if 
shares. 


had  been  used  in  a  U.S.  trade  or  business  (by 
not  in  fact)  into  capital  gains  on  the  sale  of 


This,  in  turn,  suggests  that  an  appropriate  and  effec- 
tive remedy  may  focus  on  one  or  more  steps  in  the  various 
processes  by  which  gains  which  should  be  taxable  are 
converted  into  tax-exempt  gains.  For  example,  in  the  case 
of  a  "like  kind"  exchange,  it  may  be  easier  to  impose  a  tax 
when  U.S.  property  is  exchanged  for  foreign  property  than 
when  the  foreign  property  is  subsequently  sold.  Similarly, 
it  may  be  difficult  to  impose  a  tax  on  the  sale  of  corporate 
shares  of  a  holding  company,  but  it  appears  possible  to  deny 
the  new  owner  an  all  but  tax-free  liquidation  and  step-up  in 
basis. 


In  contemplating  changes  in  statutory  law,  our  treaty 
obligations  to  other  countries  must  be  taken  into  account. 
As  noted  in  Table  4-1,  approximately  half  of  the  treaties 
currently  in  force  would  preclude  a  U.S.  tax  on  capital 
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gains  from  the  sale  of  shares  by  residents  of  the  treaty 
country.  These  treaty  obligations  could  be  overridden,  but 
doing  so  would  tend  to  make  it  far  more  difficult  to  obtain 
satisfactory  treaties  in  the  future.  On  the  other  hand, 
there  should  be  considerably  less  international  objection  to 
a  prospective  override  of  the  treaties,  coupled  with  a 
sufficient  time  lag  so  that  reciprocal  international 
agreements  on  limited  taxation  of  shares  can  be  negotiated. 

B.   Economic  Impact  of  Taxing  Foreign  Investors'  U.S. 
Capital  Gains 

The  rate  at  which  foreign-owned  assets  typically  appre- 
ciate in  value  or  the  length  of  time  they  are  held  can  only 
be  surmised.  Table  5-1  below  presents  exceedingly  rough 
estimates  of  the  potential  gain  in  U.S.  Treasury  revenues 
from  taxing  foreigners'  capital  gains  on  U.S.  agricultural 
land,  all  other  real  estate,  and  all  U.S.  property  (in- 
cluding stocks,  bonds  and  other  financial  assets)  .  The  first 
column  indicates  that  the  U.S.  Treasury  might  have  gained  up 
to  $276  million  from  subjecting  all  U.S.  property  to  be  sold 
by  foreigners  in  1979  to  the  capital  gains  tax.  This  addi- 
tional tax  would  represent  approximately  12  percent  of  the 
estimated  value  of  U.S.  property  sold  by  foreigners  in  1979. 
Taxing  capital  gain  on  agricultural  land  only  would  yield  an 
estimated  $22  million,  on  all  real  estate  $142  million. 

Like  all  revenue  estimates,  those  in  Table  5-1  take  no 
account  of  behavioral  adjustments  lessening  the  impact  of 
the  tax.  Foreign  investors  might,  for  example,  hold  their 
investments  for  longer  periods  of  time.  The  extent  to  which 
their  aggregate  investment  in  the  United  States  would  be  re- 
duced if  capital  gains  were  subject  to  U.S.  tax  is  virtually 
impossible  to  predict.  Aggregate  purchases  by  foreigners  of 
U.S.  real  property  in  1979  will  probably  be  less  than  $5 
billion,  and  a  substantial  fraction  of  that  will  be  financed 
with  mortgages  from  U.S.  lenders.  Statistical  analysis  of 
the  U.S.  balance  of  payments  behavior  suggests,  moreover, 
that  long-term  foreign  investment  in  the  United  States  de- 
pends more  on  the  growth  of  the  U.S.  economy  than  on  changes 
in  the  current  rate  of  return  on  U.S.  investment.*   This 


See  Richard  Berner,  Peter  Clark,  Howard  Howe,  Sung  Kwak 
and  Guy  Stevens,  "Modeling  the  International  Influences 
on  the  U.S.  Economy,"  International  Finance  Discussion 
Paper  93,  Board  of  Governors,  U.S.  Federal  Reserve  Bank, 
Washington,  D.C.  1978.   This  analysis  found  that  rates  of 
return  variables  had  no  statistically  significant  impact 
on  the  rate  of  foreign  investment  in  the  United  States. 
This  particular  finding  was  not  specifically  reported  in 
the  summary  discussion  cited  here,  but  was  obtained  by 
the  Treasury  Department  from  the  authors  of  the  Federal 
Reserve  Board  study. 
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statistical  result  accords  well  with  the  common  observation 
that  foreigners  invest  in  U.S.  real  estate  as  a  hedge 
against  economic  and  political  uncertainty  overseas  and  not 
because  of  a  small  differential  between  the  rate  of  return 
on  U.S.  real  estate  and  that  on  foreign  property. 
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APPENDIX  A 
Glossary 


Foreign  Investment:  Foreign  investment  is  the  gross  value 
of  assets  in  the  U.S.  owned  directly  and  indirectly  by 
foreign  individuals  and  corporations.  These  are  ordinarily 
stated  at  historical  cost  net  of  depreciation.  This  defini- 
tion of  foreign  investment  differs  from  the  balance  of 
payment  definition.  The  balance  of  payment  definition  is 
based  on  net  equity  inflow,  retained  earnings  of  U.S. 
subsidiaries  of  foreign  shareholders,  and  total  earnings  of 
U.S.  branches  of  foreign  corporations.  As  a  consequence, 
the  balance  of  payments  measure  does  not  reflect  property 
whose  acquisition  was  financed  with  borrowed  funds  or  non- 
income  cash  flow  (e.g.,  depreciation  allowances). 


Real  Estate  Investment: 


Real  estate  investment  is  land  and 


buildings  leased  to  other  users  or  held  purely  for  invest- 
ment. It  does  not  include  land  and  buildings  used  by  an 
investor  in  some  other,  non-real-estate,  trade  or  business. 

Agricultural  Land:  Agricultural  land  is  land  used  for 
farming ,  including  agriculture,  forestry,  and  timber  pro- 
duction. It  also  includes  idle  land  if  its  last  use  was  for 
agricultural  production  within  the  past  5  years. 


Foreign  Individual:    An  individual  who 
citizen  nor  a  U.S.  resident. 


is  neither  a  U.S. 


Residence:  An  alien  actually  present  in  the  U.S.  who  is  not 
a  mere  transient  or  sojourner  is  a  resident  of  the  United 
States  for  purposes  of  the  income  tax.  Whether  he  is  a 
transient  is  determined  by  his  intentions  with  regard  to  the 
length  and  nature  of  his  stay.  If  he  lives  in  the  U.S.  and 
has  no  definite  intention  as  to  his  stay,  he  is  a  resident. 
An  alien  whose  stay  in  the  U.S.  is  limited  to  a  definite 
period  of  time  by  the  immigration  laws  is  not  a  resident 
except  in  exceptional  circumstances. 

Domicile :   A  domicile  is  acquired  by  living  in  a  locality 
with  the  intent  to  make  it  a  fixed  and  permanent  home.   To 
change  domicile  two  conditions  must  be  satisfied:     (1) 
residence  must  be  changed  (2)  there  must  be  an  intention  to 
remain  at  the  new  residence  permanently. 
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Corporation:  A  corporation  is  defined  to  be  any  association 
which  is  taxed  as  a  corporation  under  the  Internal  Revenue 
Code.  The  essential  features  of  a  corporation  are  associ- 
ates (shareholders),  an  objective  of  carrying  on  business 
and  dividing  the  gain  therefrom,  continuity  of  life, 
centralization  of  management,  limited  liability,  and  free 
transferability  of  interests. 

Foreign  Corporation:  A  foreign  corporation  is  a  corporation 
which  is  not  organized  under  the  federal  laws  of  the  United 
States  or  the  laws  of  the  fifty  states  or  the  District  of 
Columbia . 

Trust :  A  trust  is  an  arrangement  created  either  by  a  will 
or  an  inter  vivos  declaration  whereby  trustees  take  title  to 
property  for  the  purpose  of  protecting  or  conserving  it  for 
the  beneficiaries.  Generally  speaking,  an  arrangement  will 
be  treated  as  a  trust  if  it  can  be  shown  that  the  purpose  of 
the  arrangement  is  to  vest  in  trustees  responsibility  for 
the  protection  and  conservation  of  property  for  benefici- 
aries who  cannot  share  in  the  discharge  of  this  responsi- 
bility and,  therefore,  are  not  associates  in  a  joint 
enterprise  for  the  conduct  of  business  for  profit. 

Estate :   The  property  and  debts  of  a  decedent. 


Partnership; 


A  partnership  is  a  syndicate,  group,  pool. 


joint  venture,  or  other  unincorporated  organization  through 
or  by  means  of  which  any  business,  financial  operation,  or 
venture  is  carried  on,  and  which  is  not  a  corporation  or  a 
trust  or  estate  within  the  meaning  of  the  Internal  Revenue 
Code  of  1954. 

Permanent  Establishment:  Permanent  establishment  is  a 
concept  used  in  U.S.  tax  treaties  to  determine  the  way  in 
which  business  income  is  taxed.  While  the  precise  defini- 
tion varies  from  treaty  to  treaty,  generally  a  permanent 
establishment  means  a  fixed  place  of  business  through  which 
the  business  or  an  enterprise  is  wholly  or  partly  carried 
on. 


Trade  or  Business  Within  the  U.S.:  Whether  or  not  a  non- 
resident  al  ien  Ts  engaged  Tn  a  tirade  or  business  is  a  basic 
distinction  used  in  the  U.S.  statutory  law  to  determine  tax 
treatment  and  is  a  lower  threshhold  of  activity  than  the 
maintenance  of  a  "permanent  establishment"  concept  used  in 
tax  treaties.  A  U.S.  trade  or  business  includes  any 
business  operation  in  the  U.S.  involving  the  sale  of 
services,  products,  merchandise,  in  the  ordinary  course  of 
business.  It  also,  with  minor  exceptions,  includes  the 
performance  of  personal  services. 
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Effectively  Connected  Income:  Income  effectively  connected 
with  a  trade  or  business  in  the  U.S.  includes  income  from 
personal  services  performed  in  the  U.S.,  income  derived  from 
the  active  conduct  of  a  trade  or  business  in  the  U.S.,  and 
income  derived  from  assets  used  in,  or  held  for  use  in,  the 
conduct  of  a  trade  or  business  in  the  U.S. 

Capital  Gains;  Capital  gains  are  gains  from  the  sale  or 
exchange  of  a  capital  asset  or  an  asset  whose  tax  treatment 
is  the  same  as  a  capital  asset.  Assets  which  do  not  receive 
capital  gains  treatment  include  stock  in  trade  or  other 
property  included  in  inventory  or  held  for  sale  to 
customers . 

Basis :  Basis,  which  is  used  in  determining  the  amount  of 
capital  gains,  generally  means  the  cost  of  the  asset  plus 
improvements  less  applicable  depreciation,  amortization,  and 
depletion.  If  stock  is  sold,  basis  is  also  reduced  by  the 
amount  of  nontaxable  distributions  prior  to  the  sale. 

Deprec  iation :  Depreciation,  for  tax  purposes,  is  a  deduc- 
tion allowed  for  the  exhaustion,  wear  and  tear,  and 
obsolescence  of  property  used  in  the  trade  or  business  or 
property  held  for  the  production  of  income.  The  allowance 
does  not  apply  to  land,  inventory,  stock  in  trade,  and 
personal  assets.  The  allowance  permitted  for  tax  purposes 
does  not  depend  on  the  actual  decline  in  the  market  value  of 
the  asset  over  time. 


Excess  Depreciation;  Excess  or  "additional  depreciation"  is 
the  excess  of  the  accumulated  deduction  for  depreciation 
over  the  amount  that  would  have  been  taken  under  the 
straight  line  method.  The  straight  line  method  allows  a 
fixed  annual  deduction  over  the  estimated  useful  life  of  the 
asset . 
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APPENDIX  B 


Taxation  of   Real  Property  Gains  of  Nonresidents 
Some  International  Comparisons 


General  Observations 


The  United  States  taxes  nonresidents  on  gains  derived 
from  ("effectively  connected"  with)  a  U.S.  business 
activity.  But  otherwise,  a  nonresident  is  exempt  from  U.S. 
tax  on  gain  from  the  disposition  of  assets  in  the  United 
States  unless  physically  present  in  the  United  States  for 
more  than  183  days  in  the  year  the. gain  is  realized. 

Such  a  broad  exemption  of  capital  gains  of  nonresidents 
is  unusual.  The  United  Kingdom  apparently  taxes  the  capital 
gains  of  nonresidents  only  if  derived  from  business  assets 
in  the  United  Kingdom.  But  nearly  all  other  industrial 
countries,  and  virtually  all  of  the  developing  countries  for 
which  the  information  is  readily  available,  tax  nonresidents 
on  capital  gains  from  the  disposition  of  real  property 
located  in  the  country  as  well  as  on  gains  derived  from 
business  activity  there.  A  smaller  number  also  tax  gains 
derived  by  nonresidents  on  the  sale  of  a  "substantial" 
holding  of  shares  in  domestic  corporation  (with  "substan- 
tial" typically  defined  as  25  percent  or  more  of  the  out- 
standing shares) .  And  a  few  tax  any  sale  of  shares  or  other 
rights  when  the  underlying  assets  are  real  property. 

Thus,  in  terms  of  its  intended  reach,  U.S.  law  is 
generous  in  the  treatment  of  capital  gains  of  nonresidents. 
However,  at  the  practical  level,  nonresidents  may  be  able  to 
escape  tax  on  gains  realized  from  the  disposition  of  real 
property  in  other  countries,  despite  the  broader  scope  of 
their  laws.  This  can  result  if  exemption  is  granted  for 
gains  on  assets  held  longer  than  a  specified  number  of 
years,  or  because  of  difficulties  of  enforcing  the  tax. 

In  the  simplest  case,  where  an  individual  owner  of  a 
piece  of  land  sells  it  and  transfers  the  title  accordingly, 
some  countries  exempt  the  gain  from  tax  if  the  property  was 
held  for  a  specified  number  of  years.  Capital  gains  of 
domestic  residents  are  usually  taxed  at  lower  rates  than 
ordinary  income  and  may  be  completely  exempt  if  property  is 
held  for  a  sufficient  length  of  time.  The  same  tax  benefits 
are  generally  available  to  nonresidents  if  they  satisfy  the 
conditions  of  realizing  long-term  gains. 
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The  tax  on  the  gain  from  the  sale  of  real  property  can 
often  be  avoided  by  transferring  the  ownership  of  the 
property  to  a  corporation  and  selling  the  shares  of  the 
corporation  rather  than  the  real  property  directly.  If  the 
corporation  is  foreign  with  respect  to  the  country  where  the 
real  property  is  located,  gain  on  the  sale  of  its  shares  is 
almost  invariably  beyond  the  scope  of  a  country's  tax  law. 
If  it  is  a  domestic  corporation  and  a  substantial  holding  is 
sold,  several  countries  assert  jurisdiction  to  tax.  How- 
ever, enforcement  may  be  difficult,  especially  if  both  the 
buyer  and  seller  are  nonresidents  and  the  sale  takes  place 
in  another  country.  If  there  is  favorable  tax  treatment  of 
gains  on  the  liquidation  of  a  corporation,  this  may  offer 
another  route  for  disposing  of  real  property  with  little  or 
no  tax. 

In  short,  the  United  States,  along  with  the  United 
Kingdom,  is  exceptional  in  not  taxing  nonresidents  on  gain 
from  the  disposition  of  real  property  other  than  business 
property;  but  there  are  enough  loopholes  in  most  foreign 
laws  that,  despite  their  frequently  broader  scope  in 
attempting  to  tax  non-residents,  effective  taxation  of  gain 
on  the  disposition  of  real  property  by  nonresidents  is 
probably  rarely  realized. 

Examples  of  Capital  Gains  Taxes  Applicable  to  Nonresidents 
on  Sales  of  Real  Property 

The  following  examples  are  very  simplified  and  do  not 
attempt  to  describe  the  complex  variations  in  different 
countries'  taxation  of  capital  gains.  Moreover,  they  look 
only  to  income  taxes  and  do  not  consider,  for  example,  taxes 
on  capital.  The  rates  indicated  are  individual  income  tax 
rates.  References  to  sales  are  meant  to  include  other 
dispositions  which  give  rise  to  tax  liability,  e.g. 
exchanges  or  deemed  sales. 

A.  No  taxation  of  gain  on  real  property 

The  United  Kingdom  taxes  nonresidents  on  capital  gains 
only  if  derived  from  the  sale  of  assets  of  a  U.K.  business. 
The  Netherlands  does  not  tax  gains  on  real  property  under 
the  income  tax  but  applies  a  transfer  tax  on  the  sale. 

B.  Taxation  of  gain  on  real  property  but  not  shares 

Denmark,  Italy,  Japan,  Luxembourg,  New  Zealand,  Norway 
and  Sweden  are  among  the  countries  which  tax  nonresidents  on 
gains  from  real  property  but  not  gains  from  the  sale  of 
corporate  shares.   Thus,  the  tax  does  not  apply  if,  instead 
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of  holding  the  real  property  directly,  the  nonresident  sets 
up  a  corporation  to  own  the  property  and  sells  the  shares  of 
the  corporation.  However,  Italy  taxes  corporations  on  the 
appreciation  in  value  of  land  and  buildings  not  directly 
used  in  commercial  operations;  the  tax  applies  on  the 
disposition  of  such  property  or  every  10  years  if  no 
transfer  takes  place. 

C .    Taxation  of  gains  on  real  property  and  "substantial 
holdings"  of  corporate  shares 

Several  other  countries,  including  Austria,  Belgium, 
Canada,  France,  and  the  Netherlands,  do  not  single  out  real 
estate  holding  companies  but  tax  gains  on  the  sale  of  shares 
in  domestic  corporations  if  the  shares  sold  amount  to  25 
percent  or  more  (33  percent  in  the  Netherlands)  of  the 
outstanding  shares  of  the  corporation.  In  Canada,  the  tax 
applies  to  any  sale  if  the  corporation  is  privately  held,  as 
opposed  to  a  publicly  owned  corporation.  Canada  also  has 
complex  rules  to  prevent  avoidance  of  the  tax  through  the 
use  of  trusts,  etc. 

Again,  however,  gain  on  the  sale  of  real  property 
directly  may  be  exempt  from  tax  if  the  property  was  held  for 
a  specified  number  of  years.  Gain  on  the  sale  of  a 
substantial  holding  is  rarely  exempt  after  a  holding  period, 
but  long-term  gains  in  general  may  be  taxed  at  lower  rates 
than  apply  to  ordinary  income. 

In  Austria,  gain  on  the  sale  of  real  property  is  exempt 
if  the  seller  owned  the  real  property  for  more  than  5  years. 
Otherwise,  ordinary  income  tax  rates  apply  (about  20-50 
percent) . 

Belgium  taxes  gain  on  the  sale  of  undeveloped  land  at 
33.5  percent  on  residential  land  held  less  than  10  years  and 
on  other  undeveloped  land  held  less  than  5  years,  at  16 
percent  on  residential  land  held  from  10-16  years  and  other 
land  held  for  5-8  years,  and  exempts  the  gain  on  residential 
land  held  longer  than  16  years  and  on  other  land  longer  than 
8  years.  (The  ordinary  rates  applicable  to  individuals' 
income  range  from  about  40-60  percent.) 

In  Canada  the  holding  period  is  not  relevant,  but 
capital  gains  are  taxed  at  one-half  the  ordinary  rates  (6-43 
percent  Federal) . 

In  France,  the  taxable  portion  of  gain  on  the  sale  of 
real  property  varies  with  the  period  of  ownership;  after  10 
years,  one  half  of  the  gain  is  excused  and  after  20  years 
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the  gain  is  exempt.  Taxable  gains  are  adjusted  for 
inflation  and  taxed  at  a  flat  rate  of  33  1/3  percent,  or  15 
percent  on  securities  held  more  than  10  years.  (For 
residents  tax  is  calculated  as  5  times  the  tax  due  at 
ordinary  income  tax  rates  (5-50  percent)  on  one-fifth  of  the 
gain;  i.e.,  the  tax  in  effect  averages  the  gain  over  a 
5-year  period.) 

The  Netherlands  does  not  have  a  special  regime  for 
capital  gains.  Gains  on  the  sale  of  business  assets  or  on 
substantial  holdings  of  corporate  shares  are  taxed  under  the 
income  tax,  but  in  the  case  of  gain  on  the  sale  of  a 
substantial  shareholding,  a  flat  20  percent  tax  applies  if 
it  results  in  a  lower  tax  than  the  ordinary  rates  (of  about 
20-70  percent  for  individuals) .  Sales  of  real  property  are 
subject  to  a  transfer  tax  of  5  percent  of  the  market  value 
of  the  property. 

D.       Taxation  of  gains  on  real  property  and  of  shares 
representing  real  property 

Finland,  Germany,  Ireland,  Israel  and  Mexico  are 
examples  of  countries  which,  in  addition  to  taxing  gains 
from  the  direct  sale  of  real  property,  also  tax  gains  on  the 
sale  of  shares  in  a  corporation  whose  assets  consist 
primarily  of  real  property. 

Finland  taxes  nonresidents  on  gains  from  the  sale  of 
shares  in  a  Finnish  corporation  if  50  percent  of  the 
corporate  assets  consist  of  real  property.  However,  gains 
on  the  direct  disposition  of  real  property  held  more  than  10 
years  are  exempt.  Gains  which  are  not  exempt  are  taxed  at 
full  income  tax  rates  (individual  rates  range  from  about 
10-51%) . 

Germany  also  taxes  non-residents  on  gains  on  real 
property  or  rights  relating  to  real  property  in  Germany. 
However,  gains  on  assets  held  longer  than  two  years  are 
considered  long-term  gains  and  are  not  taxed.  Short-term 
gains  are  taxed  at  full  income  tax  rates  (22-5(S%  for 
individuals) . 


Under  Ireland's  capital  gains  tax,  introduced  in  1975, 
nonresidents  are  taxable  on  gains  from  real  property  in 
Ireland  and  from  shares  deriving  their  value  from  Irish  real 
property,  without  regard  to  the  period  of  ownership.  A  flat 
rate  of  30  percent  applies  (cf.  income  tax  rates  of  about 
26-77%) . 
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Israel  taxes  nonresidents  on  real  property  in  Israel,  on 
assets  representing  a  direct  or  indirect  right  to  such 
property,  and  on  the  sale  of  more  than  25  percent  of  the 
shares  of  an  Israeli  corporation.  On  property  held  longer 
than  two  years,  the  gain  is  adjusted  for  price  increases  or 
devaluation  of  the  Israeli  currency.  The  inflationary  gain 
is  taxed  at  10  percent,  the  real  gain  at  ordinary  tax  rates 
(about  25-60%)  but  not  more  than  50  percent. 


Mexico  taxes  gains  on  the  sale  of  real  property  or  of 
shares  of  real  estate  holding  companies.  The  taxable 
portion  of  the  gain  declines  with  the  period  of  ownership  to 
50  percent  on  property  held  10  years  or  more.  Gains  on  the 
sale  of  real  property  are  taxed  80  percent  at  lower  rates 
and  20  percent  at  ordinary  rates.  Gains  on  shares  are  taxed 
at  ordinary  rates  (13-50  percent)  and 
withhold  20  percent  of  the  purchase  price, 
direct  sales  of  real  property,  there  is  no 
the  buyer  is  jointly  liable  for  the  tax. 


the  buyer  must 

In  the  case  of 

withholding,  but 


E .   Taxation  of  gains  on  real  property  and  all  corporate 
shares 

Some  countries,  including  Argentina  and  Brazil,  tax 
nonresidents  on  gains  realized  on  the  sale  of  shares  of 
domestic  corporations  as  well  as  on  the  dispostion  of  real 
property  itself.  Ordinary  income  tax  rates  apply.  There  is 
generally  an  inflation  adjustment.  In  Argentina,  the  gain 
on  real  property  is  adjusted  for  inflation  only  if  the 
property  is  held  more  than  two  years. 

Exchange  controls  can  be  used  to  help  enforce  such  a 
tax.  For  example,  in  both  Argentina  and  Brazil,  a  penalty 
tax  is  levied  on  "excess  remittances"  when  dividends  paid  by 
local  corporations  to  nonresident  shareholders  exceed  a 
specified  percentage  of  the  registered  capital  of  the  cor- 
poration. When  a  sale  of  shares  takes  place  between  non- 
residents on  a  foreign  exchange,  it  is  in  the  interest  of 
the  nonresident  purchaser  to  report  the  purchase  price  so 
that  the  registered  capital  will  be  increased  for  purposes 
of  the  excess  remittance  tax. 


Spain  taxes  gains  on  the  sale  of  real  property  and  move- 
able property,  including  corporate  stocks  and  bonds.  Real 
property  held  less  than  3  years  and  movable  property  held 
less  than  1  year  are  taxed  as  ordinary  income.  Property 
held  longer  than  those  periods  is  taxed  at  a  flat  rate  of  15 
percent,  except  that  gains  on  stocks  and  bonds  held  more 
than  5  years  are  exempt.  Certain  real  estate  holding  com- 
panies are  exempt  from  income  tax  altogether.  These  pro- 
visions seem  to  apply  to  nonresidents  as  well  as  residents. 
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APPENDIX  C 
Technical  Analysis 


This  Appendix  analyzes  in  greater  detail  the  hypotheti- 
cal investment  in  U.S.  agricultural  land  set  forth  in 
Chapter  5.  The  land  is  purchased  for  $1  million  and 
financed  by  a  $200,000  down  payment  and  an  $800,000  recourse 
mortgage.  Table  A-1  shows  the  value  of  various  items  over 
the  ten  years  the  land  is  owned.  Rental  income  shown  in 
Column  (1)  is  $50,(500  per  year  in  each  of  the  ten  years. 
The  mortgage  has  a  forty  year  repayment  period  and  a  10 
percent  interest  rate,  so  $81,808  must  be  repaid  each  year. 
Columns  (2)  through  (5)  show  the  total  annual  mortgage 
payment,  the  mortgage  interest,  the  repayment  of  principal, 
and  the  principal  amount  outstanding  at  the  end  of  each 
year,  respectively.  Column  (6)  indicates  property  taxes, 
administration  costs  and  other  deductible  expenses  paid  by 
the  investor.  Column  (7)  shows  the  taxable  income,  (in  this 
case,  a  loss),  which  equals  rental  income  less  mortgage 
interest  and  other  deductible  expenses;  because  land  cannot 
be  depreciated  for  tax  purposes,  the  taxable  income  is  not 
reduced  by  a  depreciation  deduction,  as  it  would  have  been 
for  commercial  real  estate.  If  a  domestic  investor  has 
other  income,  he  can  reduce  his  total  U.S.  tax  liability  by 
offsetting  his  real  estate  loss  against  that  income.  The 
domestic  tax  saving  shown  in  Column  (3)  equals  (SO  percent  of 
the  tax  loss  shown  in  Column  (7) .  This  60  percent  rate 
would  be  appropriate  for  a  married  couple  filing  a  joint 
return  with  taxable  income  of  $109,400,  or  an  unmarried 
individual  with  taxable  income  $55,300.  Because  investments 
generating  tax  losses  are  more  valuable  to  high-income  than 
to  low-income  taxpayers,  a  (50  percent  tax  bracket  may  be 
typical  for  real  estate  investors. 

Column  (9)  shows  the  net  cash  flow  to  the  foreign 
investor;  it  equals  the  $200,000  outflow  when  the  land  is 
purchased  and  the  difference  between  rental  income  and  the 
sum  of  the  mortgage  payment  and  operating  expenses  in  each 
subsequent  year.  Column  (10)  shows  the  present  value  of  the 
cash  flow  in  Column  (9) ;  that  value  is  calculated  by 
dividing  the  actual  cash  flow  by  ( 1+i)  ,  where  i_  is  the 
discount  rate  and  assumed  to  be  10  percent  here,*  and  n  is 


The  appropriate  discount  rate  to  use  in  these  calcula- 
tions is  the  taxpayer's  after-tax  rate  of  return  on 
alternative  investments. 
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the  number  of  years  elapsed  between  the  initial  purchase  and 
the  cash  flow  to  be  discounted.  Column  (11)  gives  the 
accumulated  value  of  all  prior  amounts  shown  in  Column  (10). 
Columns  (12),  (13),  and  (14)  show  the  current  cash  flow, 
discounted  present  value  and  accumulated  discounted  present 
value,  respectively,  for  a  domestic  investor;  the  cash  flow 
to  the  domestic  investor  equals  the  cash  flow  to  the  foreign 
investor  shown  in  Column  (9)  plus  the  tax  saving  shown  in 
Column  (8)  . 

The  bottom  row  in  Table  A-1  indicates  what  happens  when 
the  property  is  sold  for  $2 ,878 , 505 , at  the  end  of  the  tenth 
year.  The  foreign  investor  pays  off  the  outstanding 
mortgage  principal,  $771,185  and  keeps  the  remainder, 
$2,107,320.  The  domestic  investor  must  pay  not  only  the 
mortgage  balance,  but  also  a  capital  gains  tax.  With  an 
original  basis  of  $1,000,000,  his  net  gain  is  $1,878,505. 
Assuming  he  can  deduct  60  percent  of  this  amount  and  pay  tax 
at  the  rate  of  60  percent  on  the  remaining  40  percent  (i.e., 
the  effective  rate  is  24  percent  of  the  net  gain)  ,  his  tax 
on  the  capital  gain  would  be  $450,841.  Thus,  the  domestic 
investor's  net  proceeds  are  $1,656,478,  which  equals 
$2,878,320  minus  $771,185  and  minus  $450,841. 

If  the  foreign  investor  had  to  treat  his  capital  gain  as 
if  it  were  effectively  connected  with  a  U.S.  trade  or 
business,  he  would  have  the  same  net  gain  as  the  domestic 
investor,  $1,878,505,  40  percent  of  which,  $751,402,  would 
be  taxable.  This  income  could,  however,  be  reduced  by  the 
accumulated  value  of  the  last  seven  years'  losses,  $269,824, 
leaving  $481,573  subject  to  tax.  If  the  tax  rate  is  60 
percent,  the  amount  of  the  tax  is  $288,946.  The  net 
proceeds  from  the  sale  of  the  property  by  a  foreign  investor 
subject  to  capital  gains  taxation  is,  thus,  $1,818,373.  The 
present  value  of  those  net  proceeds  is  $701,062,  which  would 
bring  the  accumulated  present  value  down  to  $244,570.  These 
last  three  items  are  shown  in  brackets  under  the  bottom  row 
of  Table  A-1. 

This  example  can  also  be  used  to  illustrate  how  a 
partnership  between  a  domestic  and  a  foreign  investor  can  be 
structured  to  yield  a  higher  return  to  the  two  taken 
together  than  is  obtained  by  either  one  separately.  Suppose 
that  the  partnership  is  structured  as  follows.  The  domestic 
and  the  foreign  investor  each  put  up  half  of  the  initial 
down  payment,  $100,000.  The  domestic  partner  assumes  full 
responsibility  for  making  up  any  cash  deficits  from 
operations.  Upon  the  sale  of  the  land,  the  proceeds  are 
distributed  as  follows: 
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1.  The  outstanding  mortgage  principal  is  paid  off.  If 
the  proceeds  are  insufficient  for  these  purposes, 
the  domestic  investor  makes  up  the  shortfall. 

2.  The  domestic  investor  recovers  the  after  tax  amount 
of  accumulated  advances  (apart  from  the  initial 
down  payment)  plus  interest  calculated  at  a  rate  of 
10  percent  per  annum.  If  the  proceeds  net  of  the 
repayment  of  mortgage  principal  are  less  than  the 
full  amount  of  the  accumulated  advances  plus 
interest,  the  domestic  investor  is  entitled  to 
recover  no  additional  amounts  from  the  foreign 
investor . 

3.  Any  proceeds  remaining  after  repayment  of  mortgage 
principal  and  the  domestic  investor's  recovery  of 
accumulated  advances  plus  interest  are  shared 
equally  by  the  domestic  and  foreign  partners. 

In  the  hypothetical  example  given,  the  domestic  investor 
would  advance  each  year  the  $41,808  shortfall  in  the  cash 
flow.  After  ten  years,  the  accumulated  value  of  those 
payments  plus  interest  at  the  rate  of  10  percent  is 
$566,312.  When  the  property  was  sold  for  $2,878,505,  the 
proceeds  net  of  the  repayment  of  mortgage  principal  are 
$2,107,320.  When  the  partnership  is  liquidated,  the 
domestic  investor  receives  $566,312  plus  half  of  the 
remaining  $1,441,008  ($720,504),  which  totals  $1,386,816  and 
the  foreign  investor  receives  $720,504. 

What  might  be  the  tax  consequences  of  this  arrangement? 
If  the  partnership's  tax  allocations  have  substantial 
economic  effect  (section  704)  ,*  the  partnership  could 
allocate  the  full  operating  loss  to  the  domestic  partner; 
If  the  foreign  partner's  capital  gain  is  tax  exempt,  and  40 
percent  of  the  domestic  partner's  capital  gain,  $1,258,001, 
is  taxable  at  a  rate  of  60  percent,  the  latter's  capital 
gain  tax  would  be  $301,920.** 


The  Internal  Revenue  Service  and  the  Treasury  Department 
are  developing  regulations  to  describe  when  an 
allocation  has  substantial  economic  effect. 

If  the  interest  payment  to  the  domestic  partner  is  a 
guaranteed  payment  under  section  707,  that  portion  of 
the  amount  received  by  the  domestic  partner  would  be 
ordinary  income  rather  than  capital  gain.   One  half  of 
the  partnership's  interest  deduction  would  also  be 
allocated  to  the  domestic  partner,  so  the  results  under 
this  alternative  are  not  substantially  different  from 
those  in  the  table. 
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The  present  value  of  the  investment  to  the  foreign- 
domestic  partnership  can  now  be  determined.  Prior  to  the 
fina>  sale,  the  accumulated  present  value  is  minus  $312,460, 
the  same  as  it  was  when  the  investment  was  undertaken  by  the 
domestic  investor  alone.  To  this  amount  would  be  added 
$812,463,  the  present  value  of  the  net  proceeds  of  the  sale 
(see  the  next  to  last  row  of  Column  (10)  of  Table  A-1)  ,  less 
$116,403,  the  present  value  of  the  domestic  partner's  capi- 
tal gains  tax.  The  final  present  value  would,  thus,  be 
$383,600.  This,  in  turn,  is  greater  than  the  final  present 
value  of  the  same  investment  undertaken  by  either  the 
domestic  partner  or  the  foreign  partner  separately. 


Figure  5-1  in  the  text  depicts  the  accumulated  present 
value  of  the  cash  flow  to  a  foreign  and  a  domestic  investor 
as  shown  in  Columns  (11)  and  (14),  respectively. 
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